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Executive Summ~ 

Purpose Numerous bank failures and the potential insolvency of the Bank Insur- 
ance Fund are serving as catalysts for reform of the deposit insurance 
system. One cornerstone of a healthy deposit insurance system is the 
process used by regulators to identify and, to the extent possible, 
remedy unsafe and unsound banking practices, The Chairman of the 
Financial Institutions Supervision, Regulation and Insurance Subcom- 
mittee of the House Banking, Finance and Urban Affairs Committee 
requested that GAO review the effectiveness of regulators’ enforcement 
activities to ensure that banks are operating in a safe and sound 
manner. 

GAO studied regulators’ actions to enforce safe and sound banking prac- 
tices by analyzing 72 banks from the universe of banks that as of Jan- 
uary 1, 1988, were identified by regulators as having difficulty meeting 
the minimum capital standards established by regulation. These 72 
cases were randomly selected from three locations and were divided 
equally among the three federal bank regulators-the Office of the 
Comptroller of the Currency (occ), the Federal Reserve System (FRS), 
and the Federal Deposit Insurance Corporation (FDIC). GAO reviewed reg- 
ulatory examination reports and other pertinent data to (1) identify 
each bank’s specific problems, (2) identify the related regulatory action: 
taken, and (3) determine whether each bank corrected its capital 
problems and the underlying causes of these problems. 

Background Regulators monitor the practices and conditions of banks through off- 
site monitoring and on-site examinations. When examinations identify 
unsafe or unsound banking practices or conditions, regulators have the 
authority to use a variety of enforcement actions prescribed by law and 
banking regulations to get the banks to address the identified problems. 

These actions range from informal meetings to formal actions that are 
enforceable in the courts. For example, regulators may choose to obtain 
and document bank management agreement to corrections to be made 
through commitment letters or memorandums of understanding. These 
actions are considered informal because they are not legally enforceable 
in court if the agreed-on corrections are not subsequently completed. 
Stronger, formal actions available include formal written agreements; 
orders to cease and desist unsafe practices; orders for removal, prohibi- 
tion, and suspension of individuals from bank operations; and civil 
money penalties. 
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Executive Sunuuary 

Regulators rely on bank capital as a key measure of a bank’s health. A 
bank’s capital is generally the same as its net worth-that is, the differ- 
ence in value between the assets it owns and the liabilities it must pay. 
Capital provides banks with a cushion to continue operating during 

’ periods of losses or negligible earnings. Healthy capital levels enable 
banks to grow. From a regulatory perspective, minimum capital stan- 
dards protect the Bank Insurance Fund because capital represents the 
amount of losses a bank can sustain before it can no longer meet its ’ 
depositors’ claims. 

Results in Brief In about half of GAO'S sampled cases, the regulatory process did not 
result in improved bank capital levels and correction of the underlying 
causes of bank capital problems. GAO believes the process needs to be 
improved to achieve better results. 

The three federal bank regulators have wide discretion in choosing 
among enforcement actions of varying severity. Furthermore, they 
share a common philosophy of trying to work informally with banks to 
promote cooperation with those having difficulties. This combination of 
wide discretion and a cooperative philosophy often did not resolve the 
problems regulators had identified in GAO'S sampled cases. 

GAO'S analysis showed that bank regulators did not always use the most 
forceful actions available to correct unsafe and unsound banking prac- 
tices. When they did, the enforcement process produced better results in 
terms of improving the condition of the bank. In 37 of the 72 cases sam- 
pled, the regulators should have been more aggressive in using stronger 
regulatory measures than they did. These cases involved instances 
where (1) the underlying causes for problems were known but remained 
uncorrected and/or (2) the bank had a history of noncompliance with 
existing enforcement actions or of repeatedly violating banking 
regulations. 

In GAO'S sampled cases, bank capital typically was a lagging, rather than 
a leading, indicator of bank problems. Nevertheless, regulatory enforce- 
ment actions tended to focus on capital inadequacy, rather than on the 
underlying problems, as the key indicator of unsafe and unsound 
practices. 

GAO believes that the regulatory process would benefit from the 
improved focus and certainty that could be obtained by establishing a 
system consisting of (1) industrywide measures of unsafe and unsound 
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practices to complement the capital standards and (2) specific regula- 
tory responses linked to violations of such measures. 

GAO’s Analysis 

Capital Difficulties Flowed GAO'S analysis showed that the capital difficulties of the 72 banks were 
From Other Problems typically caused by earlier problems involving bank assets, earnings, 

and/or management. Table 1 provides a breakdown of the 72 banks by 
those that eventually improved their capital and those that did not. As 
the table shows, the majority of banks in both groups had both asset an 
earnings problems that regulators frequently cited as, at least, a reflec- 
tion of bank management’s willingness or ability to handle banking 
activities effectively. 

Table 1: Causes of Capital Problems 
Among Sampled Banks 

Cause of capital problems 
Number of banks with 

Number of banks 
whose capital 

condition 
Did not 

Improved improve Tote 
(38) (34) (72 

Loan losses/ charge-offs 25 34 5 
Operating losses 21 31 5: 
Dividend payments 3 4 
Excessive asset Qrowth 11 8 1 
High risk exposure 15 6 2 

Table 1 reveals that capital problems were most frequently caused by 
losses from bad loans or bank operations. However, regulators also citec 
dividend payments made by banks without sufficient earnings or capita 
as causing capital erosion. They also attributed bank capital problems tc 
asset growth that was not accompanied by comparable increases in cap- 
ital or high exposures to risk created by heavy concentrations in specifi 
types of assets, industries, or local economies. 

The examination reports GAO reviewed showed that regulators had fre- 
quently identified asset, earnings, or management problems and had 
warned bank management that these problems might adversely affect 
capital. The most frequently cited asset problems involved problem real 
estate loans, including real estate properties that banks obtained 
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through foreclosure. The most frequently cited reasons for asset 
problems involved banks’ underwriting practices, such as inadequate 
lending policies, lax lending practices, or noncompliance with either 
established bank lending policies or those set by regulation or law. 

Clearly, these types of problems relate to the adequacy of basic internal 
controls, which should be established and adhered to by bank manage- 
ment. GAO’S observations from its sample mirror those of a recent occ 
study of failed national banks. OCC’S study noted that internal manage- 
ment factors, such as inadequate policies and procedures, rather than 
external economic conditions, have a greater influence on whether a 
bank will succeed or fail. 

Asset problems and the reasons for them cited by regulators often 
resulted in earnings problems for the banks. Many of the sampled banks 
could not rely on earnings to augment weak capital positions. Conse- 
quently, the losses incurred by these banks had to come from retained 
earnings or other capital accounts. Fifty-one of GAO’S sampled banks 
experienced serious earnings problems that regulators had been 
reporting to management for at least a year. 

Both earnings and asset problems can often be traced to the quality of 
management decisions and practices associated with bank activities and 
investments. Indeed, bank management is one of the key performance 
dimensions that regulators assess during their on-site exams. Regulators 
rate bank management on virtually all factors considered necessary to 
operate the bank. Fifty-nine of the 72 banks sampled were cited by regu- 
lators as having management problems, with 34 of them experiencing 
serious management problems for at least a year. 

Management problems regulators cited most frequently for GAO’S sam- 
pled banks involved a lack of expertise by bank management or a pas- 
sive board of directors. Other management problems cited are listed in 
table 2. 
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Table 2: Management Problems 

Type of problem 
Manaaement lacked needed expertise 

Number o 
bank: 

2 

. 

Passive board of directors ‘21 
Unwill ingness or inability to address prior enforcement actions 2 
Inadequate or no system ensuring compliance with laws and regulations l! 
Directors lacked needed expertise 1: 
Key positions inadequately staffed 1: 
Insider abuse or fraud 
Dominant bank official 

1: 
II 

Dominant board member(s) , 

Note: These types of management problems were cited by regulators in at least 9 of the 72 banks GAO 
reviewed. More than one problem may have been cited for each bank. 

One of the distressing results from GAO'S review was the extent to which 
regulators had identified the types of problems that lead to capital defi- 
ciencies at least a year before the point in time that GAO used to draw its 
sample of banks with capital problems. For example, in examination 
reports dated prior to January 1, 1988, regulators had identified serious 
problems with assets in 61 percent of GAO'S sampled banks, earnings 
problems in 71 percent of the banks, and management problems in 47 
percent of the banks. 

Capital difficulties typically followed problems in other aspects of the 
banks’ operations. For example, management weaknesses resulted in 
poor lending policies. These policies, in turn, eventually resulted in a 
high level of bad loans. As these bad loans defaulted, the banks’ earn- 
ings suffered. After a period of poor earnings, bank capital was 
depleted. 

Clear-cut regulatory measures of unsafe and unsound practices exist for 
capital but not for other aspects of bank operations such as asset or 
earnings quality. This lack places the focus for enforcement on a valid, 
but lagging, indicator of the safety and soundness of a bank’s operations 
rather than on factors leading to capital depletion. Regulators had 
internal measures to help them assess a bank’s asset and earnings per- 
formance, but these internal measures had not been defined in regula- 
tions as minimum conditions of safe and sound banking. 
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3etter Results From 
?orceful Actions 

GAO'S analysis showed that the regulatory process had better outcomes 
when regulators took the most forceful action available to them, given 
the circumstances in individual cases. 

Of GAO'S 72 sampled cases, 22 banks improved both their capital levels 
and addressed the underlying cause of their capital problems. In 15 of 
these “best-outcome” cases, regulators had taken the strongest actions 
available to them given the circumstances in those cases. Conversely, 20 ’ 
banks neither improved their capital nor addressed the underlying 
causes of their capital difficulties. In 14 of these “worst-outcome” cases, 
regulators had chosen not to use the strongest formal enforcement 
actions that were available to them. 

GAO'S analysis of the 72 cases showed that there was a statistically sig- 
nificant relationship between the outcome and the enforcement actions 
taken. That is, better outcomes were associated with the most forceful 
actions taken, and worse outcomes were associated with not taking the 
most forceful actions available. 

Why did the regulators not take stronger action when they could have? 
One reason was that they focused primarily on correcting capital 
problems rather than on underlying causes of capital depletion. Addi- 
tionally, all three regulators favor working with cooperative bank man- 
agers to get them to address identified problems. occ officials advised 
GAO that occ consciously decided in the mid-1980s to change its philo- 
sophical approach by trying to work more cooperatively with bank man- 
agers so as to encourage them to make necessary improvements rather 
than by imposing formal enforcement actions to compel managers to act. 
While FDIC and FRS officials did not cite a similar change in philosophy, 
they too expressed a preference for working with cooperative bank 
management rather than imposing formal enforcement actions. 

GAO does not object to regulators working cooperatively with bankers as 
long as the latter are responsive in addressing the safety and soundness 
problems identified. However, GAO is concerned that if the cooperative 
approach is carried too far without obtaining positive results, it can 
prove damaging over the longer term because underlying problems can 
become intractable. There is a point in the regulatory process where 
more forceful actions need to be brought into play. GAO believes the pre- 
sent regulatory practice may extend that point too far. 

For example, GAO identified 37 cases in its sample where regulators 
decided not to use available enforcement actions. The reasons cited for 
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Executive Summary 

not taking more forceful actions in these cases were consistent with the 
regulators’ reliance on capital as a measure of a bank’s financial health 
and viability. Regulators clearly did not want to take an enforcement 
action that they believed would potentially damage the bank’s ability t,o 
attract capital through injections, stock offerings, mergers, or acquirers; 
nor did they want to take action until capital levels fell below minimum 
standards. 

In 26 cases, the unsafe and unsound practices that caused the capital 
depletion remained uncorrected. In 35 cases, management had not fully 
complied with the existing enforcement actions, regulators had identi- 
fied repeated violations of banking laws and regulations, and/or regula- 
tors had questioned involvement of the bankers in insider activity 
violations. 

More Certainty Could 
Improve Regulatory 
Process 

GAO believes that better focus and greater certainty would improve the 
outcomes of the bank regulatory process. In particular, GAO believes the 
process would benefit by establishing (1) industrywide measures of 
safety and soundness for asset, management, and earnings conditions to 
complement the capital standards; and (2) a prescribed set of increas- 
ingly strong enforcement actions to be taken when a bank does not sat- 
isfy these measures. 

Such measures established in regulation would provide benchmarks for 
all parties involved-bank managers as well as regulators. GAO believes 
such a “tripwire” system would help both regulators and bank manage- 
ment focus on problems that, if not corrected, will likely lead to capital 
deficiencies. 

The tripwire approach would categorize the regulator’s response into 
phases of intervention that become increasingly more severe as a bank’s 
condition deteriorates. Such phases might include (1) problems 
involving internal or management controls over banking operations that 
have not yet resulted in high levels of nonperforming assets or operating 
losses; (2) problems in assets, earnings, management, or liquidity that 
have not yet affected bank capital; (3) problems in bank operations that 
have affected capital and deterioration have caused the bank to fall 
below minimum capital standards; and (4) problems that have depleted 
bank capital. 

GAO further believes that such a system would eliminate some of the 
discretion presently available to both bank managers and regulators 
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that appears to be leading to ineffective results. However, GAO also 
believes that regulators should continue to have discretion to waive spe- 
cific enforcement actions so long as the reasons for such deviations have 
been justified, documented, and approved. 

Recommendations Meaningful reform of the deposit insurance system will not succeed 
without an enforcement process that is more predictable, more credible, , 
and less discretionary than the approach now used. For this reason, it is 
essential that Congress require bank regulators to implement a tripwire 
approach to bank regulation that obligates them to take early and 
forceful regulatory action tied to specific unsafe banking practices. 

The specifics of GAO'S tripwire proposal for increasing the predictability 
and effectiveness of the current enforcement process are contained in 
GAO'S recently issued report, Deposit Insurance: A Strategy for Reform 
(GAO/GGD-91-26, Mar.& 1991). 

Agency Comments GAO sought comments on a draft of this report from FDIC, FRS, and CKX. 
All three federal bank regulatory agencies agreed that the regulatory 
focus must extend beyond capital to other factors that cause capital 
depletion and jeopardize the bank’s financial health and viability. They 
also agreed that prompt and forceful enforcement actions are warranted 
to address unsafe and unsound practices or conditions that regulators 
identify in bank operations. 

Nevertheless, they generally did not want to be constrained in their deci- 
sionmaking by a “tripwire” type approach for all components of bank 
operations. The regulators raised concerns about the feasibility of estab- 
lishing quantifiable measures for all components of bank operations that 
are examined-particularly for bank management-and about the dis- 
cretion that regulators need to consider the specific facts and circum- 
stances of each bank examined in determining the most appropriate 
enforcement action to take. 

GAO is also sensitive to the need for regulatory discretion and believes 
the tripwire approach would reduce- not eliminate-discretion for all 
parties affected by bank regulation, including regulators, bankers, and 
others. GAO believes quantifiable measures for all bank components, 
including management, can be established and is willing to work with 
Congress and the federal bank regulators as they develop a framework 
for the tripwire approach. Regulators would be able to waive specific 
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enforcement actions, but deviations would have to be justified and docu- 
mented. (See pp. 42-45.) 

Agency comments and GAO'S responses are summarized in chapter 3 and 
in appendixes I through III. 
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Chapter 1 

Introduction 

Concerns about the condition of the banking industry have been widely 
reported. These concerns have been fostered by, among other things, 
over 200 bank failures in each of the last 3 years and consecutive losses 
to the Bank Insurance Fund (BIF) in 1988 and 1989, totalling about $4 
billion. According to the Federal Deposit Insurance Corporation (FDIC), at 
the present pace, the number of bank failures for 1990 will be below 200 
for the first time since 1986. However, the FDIC Chairman has estimated 
that the 1990 failures will result in a $4 billion loss to the insurance 
fund and thereby seriously deplete the fund balance. In fact, in congres- 
sional testimony in January 1991, the Chairman predicted that BIF will 
not be able to cover bank losses without additional funding if the cur- 
rent recession lasts longer than 6 months. 

GAO is among those who have raised concerns about the weakening con- 
dition of the banking industry and whether BIF has sufficient funds to 
deal with continued high numbers of bank failures-particularly in a 
recession.’ The risk of losses facing the banking industry is reflected by 
an industry loan portfolio with large exposures in real estate, commer- 
cial loans, and loans to less developed countries. Real estate concentra- 
tions, in particular, have contributed to banks’ recent financial 
problems. These loans constitute over 30 percent of banks’ portfolios. 
Moreover, almost $90 billion of the $800 billion in real estate loans are 
either noncurrent or foreclosed. Given the potential for further weak- 
ening in real estate markets, banks are increasingly exposed to further 
loan losses. 

Background Federal bank regulators rely on two primary safeguards to ensure a safe 
and sound banking system as well as to protect BIF. One safeguard is the 
promulgation of policies and regulations that generally prescribe safe 
and sound banking activities. Among the most important of these are 
regulations dealing with minimum capital standards that provide 
benchmarks against which regulators can assess the safety and sound- 
ness of a bank’s operations as well as its financial condition. Bank super- 
vision is the other primary safeguard, accomplished through off-site 
monitoring systems and on-site bank examinations. Such supervision 
may result in regulators taking enforcement actions against banks found 
to be engaging in unsafe and unsound practices or violations of law or 
other regulatory guidelines. 

‘Bank Insurance Fund: Additional Reserves and Reforms Needed to Strengthen the Fund (GAO/ 
D-90-100, Sept. 11,199O). 
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Until December 31, 1990, banks were required to maintain total capital 
equal to 6 percent of their total assets, and 5.5 percent of total assets 
had to consist of primary capital. Primary capital generally included 
common stockholders’ equity, all forms of perpetual preferred stock, the 
entire allowance for loan and lease losses, and certain amounts of man- 
datory convertible debt. Total capital included primary capital plus lim- 
ited life preferred stock, subordinated notes and debentures, and a 
portion of mandatory convertible debt. 

These required capital standards are only minimum levels for funda- 
mentally sound, well-managed banks with no material weaknesses. Reg- 
ulators have the authority to require higher capital levels for banks 
operating in an unsafe and unsound condition, such as those with large 
loss exposures arising from high levels of potentially bad loans. 

Capital provides banks with a cushion to enable continued operation 
during periods of losses or negligible earnings. It also supports banks’ 
ability to grow. Minimum capital standards serve as a constraint against 
imprudent growth since a proportional increase in capital must accom- 
pany any increases in assets. Furthermore, minimum capital standards 
protect the BIF because capital represents the amount of loss that can be 
sustained before a bank is unable to meet depositors’ claims. 

The importance of bank capital is recognized internationally. In fact, all 
U.S. commercial banks are subject to new international risk-based cap- 
ital standards that will be fully implemented by December 1992. Banks 
have been converting to this new risk-based capital standard, which will 
require banks to maintain total capital of 8 percent of that portion of 
their assets subject to credit risk. In addition, federal bank regulatory 
agencies have established Tier I (core) capital requirements of at least 
3 percent of total assets. Risk-based capital requirements are based on 
the types of assets- rather than on the total assets-that banks have in 
their portfolios. For example, more capital would be required for com- 
mercial or real estate loans than for investments in government securi- 
ties. In addition, various proposals for expanding bank powers into 
activities such as insurance and securities and for reforming the current 
deposit insurance system are based on banks being adequately capital- 
ized and having a strong regulatory process to ensure capital standards 
are met. 
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Supervision of Federally 
Insured Commercial Banks 

Responsibility for ensuring that the approximately 13,000 federally 
insured commercial banks meet minimum capital standards-as well as 
adhere to other regulations-is shared among three federal banking 
agencies. The Federal Reserve System (FRS) has principal supervisory , 
responsibility for the approximately 1,000 state-chartered banks that 
are members of the Federal Reserve System and for all bank holding 
companies. FDIC is the primary regulator for the almost 8,000 state- 
chartered banks that are not members (referred to as nonmember ’ 
banks) of FRS. The Office of the Comptroller of the Currency (occ) super- 
vises about 4,000 nationally chartered banks. State banking authorities 
also have supervisory responsibility for state-chartered banks. 

The three federal banking agencies monitor banks’ financial condition 
and performance through off-site monitoring systems using reports that 
banks file with their primary regulator. Regulators also conduct on-site 
examinations to ensure that bank operations are consistent with sound 
banking practices and banking laws and regulations. Normally, after 
completing an on-site examination, bank regulators assign a numeric 
rating to reflect their assessment of the bank’s financial condition, com- 
pliance with laws and regulations, and overall operating soundness. 
Commonly referred to as the CAMEL rating, regulators rate each of the 
following bank performance dimensions or components: capital ade- 
quacy, asset quality, management performance, earnings, and liquidity. 
Although no arithmetic average of the CAMEL components is calculated, 
an overall composite rating is assigned that takes into account these and 
other subjective factors regarding the bank’s overall financial condition, 
along with the safety and soundness of its operations. 

CAMEL component and composite ratings range from 1 to 5. A  1 rating is 
the best rating and represents the lowest level of supervisory concern; a 
5 rating is the worst, representing the most critically deficient level of 
performance and thus the highest degree of supervisory concern. A  3 
rating, which signals moderately severe to unsatisfactory conditions in 
bank operations, reflects the need for more than normal supervisory 
attention. 

When regulators identify unsafe practices and/or violations, they may 
use various enforcement actions to get banks to address and correct 
identified weaknesses and violations. In some instances, such as the 
assessment of civil money penalties (CMP), enforcement actions serve as 
a punitive measure for operating in an unsafe manner or violating regu- 
lations and laws. 
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Enforcement Actions 
Available to Bank 
Regulators 

The enforcement process for all three regulators begins when they 
notify bank management and directors of financial weaknesses, opera- 
tional problems, or violations of banking laws or regulations identified 
during an examination. Regulatory concerns are to be brought to a 
bank’s attention through meetings with bank management. After corn- 
pleting the examination, a report of examination findings is to be pro- 
vided to the bank’s board of directors, management, or principal 
ownership interests. Meetings and examination reports enable regula- 
tors to convey their supervisory concerns, as well as to impress upon 
bank management the need to address those areas that adversely affect 
the banks continued viability. Regulators may initiate informal or 
formal enforcement actions to get bank management to take corrective 
action to address the problems identified. 

According to agency guidelines, regulators are to use informal actions 
for banks in which-despite identified problems and weaknesses-the 
overall strength and financial condition reduce failure to a remote possi- 
bility, and bank management has demonstrated a willingness to address 
supervisory concerns. Informal actions are to be used to advise banks of 
noted weaknesses, supervisory concerns, and the need for corrective 
action. This may include persuading bank management to take actions 
like strengthening its loan policies or increasing its reserves for future 
loan losses. Informal actions include 

. meeting with bank officers or boards of directors to obtain agreement on 
improvements needed in the safety and soundness of the bank’s 
activities, 

l having banks issue commitment letters to the regulators specifying cor- 
rective actions that will be taken, 

l having bank boards issue resolutions specifying corrective actions that 
need to be taken, and 

l initiating a memorandum of understanding (MOU) between regulators 
and bank officers on actions that will be taken. 

While informal actions communicate supervisory concerns and actions 
needed to address those concerns, they are not administratively or judi- 
cially enforceable in the event that agreed upon corrective actions are 
not taken by bank management. 

Regulators are to use formal enforcement actions if (1) informal actions 
have not been successful in getting bank management to address super- 
visory concerns, (2) bank management is uncooperative, or (3) the 
bank’s financial and operating weaknesses are serious and failure is 
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more than a remote possibility. Formal actions are legally enforceable 
tools that regulators can use to compel banks to take corrective actions 
to address such supervisory concerns as discontinuing abusive lending 
practices or strengthening underwriting policies. These actions include 

. formal written agreements between regulators and bankers; 

. orders to cease and desist unsafe practices and/or violations; 

. assessments of CMPS; and 

. orders for removal, prohibition, or suspension of individuals from bank 
operations. 

Formal actions are authorized by statute and may be taken by all three 
regulators against the banks they supervise. FDIC has the sole legal 
authority to terminate deposit insurance. If banks do not consent to a 
formal action or fail to comply with its provisions once agreed upon, 
regulators may enforce the action through administrative proceedings 
or in the courts. 

Regulators’ Use of 
Available Enforce] 
Actions 

nent 
Banking laws, regulations, and agency guidelines generally delineate the 
conditions that must be present for regulators to use available enforce- 
ment actions. However, beyond the minimum capital standards, the 
delineation does not include specific measures or standards of what 
would constitute a threshold unsafe practice or condition. Because of 
this lack of specificity, regulators have considerable discretion in 
deciding how serious a problem is, whether to use formal enforcement 
actions, and which among those actions to use. 

Each banking agency has delegated, to varying degrees, enforcement 
authority to their field offices. In general, these offices may take 
informal actions and some of the less contentious formal actions such as 
written agreements-which, while formal, were not made public like 
cease and desist orders (C&D) until the passage of the Crime Control Act, 
which was enacted on November 20, 1990. The enforcement actions that 
require headquarters involvement and/or authority primarily consist of 
those actions likely to be contested by bankers. These actions are gener- 
ally not delegated to field offices. The regulatory agency wants to 
ensure that it has sufficiently considered all the legal and policy implica- 
tions of the proposed action along with the likelihood the agency can 
sustain its position through administrative or judicial proceedings. 

Regulators’ authorities regarding enforcement actions were expanded 
and enhanced by the Financial Institutions Reform, Recovery, and 
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Enforcement Act (FTRREA) of 1989. While these enhancements did not 
include more precise delineations of what constitutes unsafe or unsound 
banking practices, they did-among other things-enable federal 
banking agencies to halt such practices more expeditiously and force- 
fully. For example, regulators may now issue removal orders for any 
bank official found to be engaging in unsafe and unsound practices that 
could be expected to result in loss to the bank; regulators also can now 
assess CMPS up to $1 million a day. 

Objectives, Scope, and In light of the problems facing the banking industry, the Chairman of 

Methodology 
the House Subcommittee on Financial Institutions, Supervision, Regula- 
tion, and Insurance of the Committee on Banking, Finance and Urban 
Affairs asked us to review the effectiveness of regulators’ enforcement 
activities to ensure that banks are operating in a safe and sound 
manner, thereby preserving the health of both the banking industry and 
BIF. Since banks’ ability to meet minimum capital standards is critical 
among safety and soundness measures used by regulators, we focused 
our review on the actions taken by regulators to deal with banks identi- 
fied as having difficulties meeting capital standards. This report dis- 
cusses how federal bank regulators used the enforcement tools availabie 
to them to deal with banks they had (1) identified as having capital 
problems and (2) found to be engaging in unsafe and unsound banking 
practices that could lead to capital depletion. 

We reviewed the examination reports and related materials of a sam- 
pling of banks with known capital problems. We identified and reviewed 
the informal and formal enforcement actions that regulators used to get 
the sampled banks to address their capital deficiencies and unsafe and 
unsound banking practices, including violations of banking laws and 
regulations. To identify the regulatory practices used, we primarily 
relied on regulators’ enforcement files and the examination reports that 
were sent to the sampled banks after an examination. We then assessed 
regulators’ supervisory actions against each agency’s internal policies 
and guidelines, and, if applicable, the statutory authority for the use of 
formal enforcement actions.2 

Specifically, from bank examination records of each of the three federal 
regulators, we identified 2,720 banks with a CAMEL rating of 3,4, or 5 as 

2We did not assess regulators’ off-site monitoring systems or the adequacy of the on-site examinations 
that formed the basis for regulatory concerns that were reflected in the examination reports. 
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of January 1988. The banks that were examined in either the San Fran- 
cisco, Chicago, or Dallas bank regulatory offices represented 1,494, or 
55 percent, of these 2,720 banks. We randomly selected 72 of these 
1,494 banks, evenly divided for each of the regulatory agencies and each 
of the locations. 

Even though our sampled banks were randomly selected, we did not 
believe our review of 72 cases would be a sufficient number to allow us 
to generalize our observations across either the nation, each location, or 
each agency. The time and resources necessary to review a larger 
number of banks were prohibitive. We did discuss our sampling 
approach with supervisory officials at both the headquarters and field 
offices of each agency. They agreed that our approach was reasonable 
and that our results should be indicative of how field offices were using 
available enforcement tools to get banks to address supervisory con- 
cerns on banks with identified capital problems. 

However, in analyzing the results of our 72 sampled cases, we were 
struck by the dramatic differences in the outcomes-improved capital 
and corrected underlying causes-of cases in which regulators took the 
most forceful available action as opposed to those in which the available 
actions were not taken. We ran statistical tests of our results to deter- 
mine whether there was a statistically significant association between 
the outcomes and the actions taken. A  statistically significant associa- 
tion gives us confidence that our results were not just random occur- 
rences. Such an association, therefore, would allow us to generalize our 
results over the universe of capital-deficient banks in the three geo- 
graphic locations from which we sampled. 

For each of the sampled banks, we analyzed key documents such as 
examination reports, enforcement related memoranda, internal and 
external correspondence, and supervisory enforcement files. We supple- 
mented our document and file reviews with extensive interviews of 
agency officials who were responsible for supervising the sampled 
banks. If records or local officials indicated headquarters involvement, 
we also interviewed headquarters officials and reviewed their related 
files. Although our analysis covers banks that regulators identified as 
having capital problems as of January 1988, we reviewed records cov- 
ering earlier periods if there were indications that problems and weak- 
nesses had been identified before January 1988. We also reviewed all 
records up to the time we completed our field work-September 1990- 
to identify all regulatory actions taken and changes in the banks’ 
conditions. 
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Our fieldwork was done in the three federal bank regulators’ offices in 
San Francisco, Chicago, and Dallas, as well as their Washington, D.C., 
headquarters offices, from February through September 1990 in accor- 
dance with generally accepted government auditing standards. 
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From our review of banks with capital problems, we found that regula- 
tors had previously identified problems related to assets, earnings, and/ 
or management and had already brought those problems-along with 
concerns about their potential adverse impact on bank capital-to the 
attention of bank managers and directors. These problems had invari- ’ 
ably been brought to the banks’ attention before the problems cited 
actually caused capital depletion. The problems regulators identified 
typically reflected weaknesses in banks’ internal control systems, such 
as inadequate loan policies or lax lending practices. 

In 69 of our 72 sampled banks, regulators attributed the bank’s capital 
problems in January 1988 to asset problems, with 44 of them having 
experienced serious asset problems that regulators had been reporting 
to management for at least a year- as reflected by asset component rat- 
ings of 4 or 5 and accompanying narrative explanations in earlier exami- 
nation reports. For the most part, asset problems led to earnings 
problems, which ultimately depleted bank capital. While asset problems 
were primarily related to real estate loans, regulators attributed most of 
the problems, regardless of the loan type, to poor lending practices such 
as underwriting loans without established lending policies and proce- 
dures. Losses from nonpayment or foreclosure of these loans typically 
affected bank earnings adversely. Asset and earnings problems and 
their ultimate impact on capital were frequently cited by regulators as, 
at least, a reflection of bank management’s involvement in or compe- 
tence to handle banking activities effectively. Liquidity was rarely cited 
as a factor contributing to banks’ capital depletion. 

Asset Problems Most The most frequently cited asset problems involved problem real estate 

Frequently Cited as 
Causing Capital 
Depletion 

loans, including real estate properties that banks obtained through fore- 
closure. Regulators also identified other broad categories of problem 
assets such as agricultural, commercial and industrial loans as, at least, 
having a potentially adverse effect on capital. The type of loan was of 
particular concern to regulators when they saw considerable concentra- 
tions or growth-e.g., large proportions of the loan portfolio concen- 
trated in commercial real estate loans. However, their concerns about 
the quality of the assets were largely attributed to either the adequacy 
of the banks’ loan policies or adherence to those policies. 

Table 2.1 shows the major types of problem assets that regulators cited 
in examination reports for the 72 sampled banks. There were no signifi- 
cant differences in the types of problem assets cited by regulator; differ- 
ences by geographic location are detailed in table II. 1. 
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Table 2.1: Problem Assets 
Type of problem asset Number of banks 
Real-estate-related loans 33 

Other real estate owneda 

Aaricultural loans 

26 

23 

Commercial and industrial loans 

Participation loansb 

22 

7 

Note: These problem assets were cited by regulators in at least 7 of the 72 banks we reviewed; more ’ 
than one type of asset problem may have been cited for each bank. 
aOther real estate owned is, for the most part, property the bank repossessed as a result of a loan 
foreclosure. 

bLoan participations consist of loans shared among two or more banks. Loan participations provide 
banks with a means of diversifying their portfolios and reducing the amount of potential losses due to 
default by any one borrower. 

Other types of problem assets such as highly leveraged transactions, 
investment securities, and affiliate transactions were also cited by regu- 
lators but affected fewer than seven of the sampled banks. 

During on-site examinations, regulators routinely review loan portfolios 
to ensure that banks have sufficiently identified loans exhibiting higher 
than normal risk of default. Banks are supposed to manage their loan 
portfolios to identify problem loans including those that are 
nonperforming, i.e., those where payments are not current. They are 
also supposed to establish reserve accounts to effectively set funds aside 
in the event the loans later prove to be uncollectible. If the bank’s loan 
portfolio does not accurately reflect the value of its loans or existing 
reserves for future losses are insufficient, regulators may require banks 
to set aside additional funds for future loan losses. The additional loan 
loss reserves, in effect, reduce current earnings, and, if there are no 
earnings or insufficient earnings, the reserves reduce retained earnings 
or other capital accounts. 

Table 2.2 shows the major reasons cited by regulators for asset 
problems in our 72 sampled cases. There were no significant differences 
among the asset problems cited by regulators; differences by geographic 
location are detailed in table 11.2. 
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Table 2.2: Major Reasons for Asset 
Problems Reasons Number of banks 

lnadeauate bank underwritino bolicies and crocedures 57 

Liberal/lax lending practices 

Depressed local economy 

Nonadherence to established bank policies and procedures 

Violations of lendina IawsJreoulations 

43 

46 

21 

20 
Lack of diversification j 13 

Insider abuse or fraud 8 
Overreliance on out-of-territorv lendina 6 

Note: These reasons were cited by regulators in at least six of our sampled banks; more than one 
reason may have been cited for each bank. 

The most frequently cited reasons for asset problems involved banks’ 
underwriting practices such as the inadequacy of their lending policies, 
the laxness of their actual lending practices, or noncompliance with 
either established bank lending policies or those set by regulation or law. 

Although a depressed local economy affected over half of the sampled 
banks, we found that regulators seldom cited this reason alone. A 
depressed economy was invariably coupled with unsafe lending prac- 
tices, such as having inadequate underwriting policies and procedures 
or having liberal lending practices. Only in one case did examiners cite a 
depressed economy as the only contributing reason for the bank’s asset 
problems. 

Concentrations or the lack of diversification in the bank’s loan portfolio 
was cited for 13 of our sampled banks. Other issues cited included 
insider abuse or fraud and an overreliance on out-of-territory lending. 
Insider abuse and fraud consisted primarily of insider lending abuses 
involving bank management and directors and the misapplication of 
bank funds. In addition to citing these abuses as asset quality problems, 
regulators had also made criminal referrals to the Justice Department in 
some of these sampled cases. 

In our sampled cases, most of the reasons cited by regulators for asset 
problems clearly related to the adequacy of basic controls (e.g., lending 
policies and procedures) that are to be established and adhered to by 
bank management. Even instances of material insider abuse or fraud can 
generally be minimized by diligent bank management and control 
systems. 
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Our observations mirror a recent occ study of failed national banks. The 
occ study noted that internal management factors, such as inadequate 
policies and procedures, rather than external economic conditions have 
a greater influence on whether a bank will succeed or fail.1 Furthermore, 
the study reports that unsafe lending practices exacerbate problems 
arising from external economic factors, thus increasing the likelihood of 
a bank failing. 

These observations are also consistent with the major reasons we 
reported for losses to mF--i.e., inadequate internal and management 
controls in banks that either failed or required assistance.2 

Senior regulatory officials advised us that, from their experience, heavy 
concentrations and excessive growth are among the most common rea- 
sons for problem assets having an adverse effect on bank earnings and 
capital. They believe these reasons, combined with poor lending prac- 
tices or controls, pose serious risks to banks’ viability. Concentrations 
may be by industry, geographic area, or type of loan; all of these result 
in insufficient portfolio diversification. Excessive growth involves bank 
investments in assets that are not accompanied by at least proportional 
growth in bank capital. According to these regulatory officials, concen- 
trations and growth expose banks to greater risk of loss due to down- 
turns in related sectors of the economy. 

Loan Losses Adversely Asset problems and the reasons cited by regulators for them often 

Affect Bank Earnings 
resulted in earnings problems. Many of the sampled banks could not rely 
on earnings to augment weak capital positions. Consequently, the losses 

and Capital incurred by these banks had to come from retained earnings or other 
capital accounts. Fifty-one of our sampled banks experienced serious 
earnings problems that regulators had been reporting to management 
for at least a year-as reflected by earnings component ratings of 4 or 5 
and accompanying narrative explanations in earlier examination 
reports. 

Regulators primarily attributed earnings problems to heavy loan losses. 
Loan losses and other nonperforming assets necessitated large loan loss 
provisions that, in effect, reduced current earnings. Another aspect of 

‘Bank Failure, An Evaluation of the Factors Contributing to the Failure of National Banks, Office of 
the Comptroller of the Currency, June 1988. 

‘Bank Insurance Fund: Additional Reserves and Reforms Needed to Strengthen the Bank Insurance 
mm 
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earnings problems cited by regulators involved weak interest margins 
created when, for example, banks have a large level of assets that are 
not producing earnings coupled with the high interest rates they have to 
pay to attract depositors. 

Finally, some of the banks were plagued with high overhead expenses, 
including personnel costs, legal fees incurred to work out problem loans, 
and other expenses related to bank operations. Collectively, these fac- 
tors adversely affected earnings and caused capital depletion for many 
of our sampled banks. 

Management As noted above, both earnings and asset problems can often be traced to 

Involvement and 
the quality of management decisions and practices associated with bank 
activities and investments. Indeed, bank management is one of the key 

Capabilities Cited as performance dimensions that regulators assess during on-site examina- 

Problems Contributing tions. Regulators rate bank management on virtually all factors consid- 

to Capital Depletion 
ered necessary to operate the bank. In 59 of our sampled banks, 
regulators had attributed the bank’s capital problems in January 1988 
to management problems, with serious management problems that regu- 
lators had been reporting to management for at least a year-as 
reflected by management component ratings of 4 or 5 and accompanying 
narrative explanations in earlier examination reports. These low ratings 
are assigned by regulators when management performance was viewed 
as threatening the viability of the bank unless corrected or the quality 
of management could adversely affect bank capital. 

Table 2.3 shows the reasons most frequently cited by regulators for 
banks’ management problems in our 72 sampled banks. There were no 
significant differences by either the regulators or geographic locations 
in the management problems cited. 
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Table 2.3: Management Problems 
Type of problems Number of banks 
Manaaement lacked needed expertise 27 
Passive board of directors 
Unwillingness or inability to address prior enforcement actions 

25 
21 

Inadequate or no system ensuring compliance with laws and 
reaulations 15 

Directors lacked needed expertise 13 
Key positions inadequately staffed 13 
Insider abuse or fraud 
Dominant bank official 

13 
10 

Dominant board members 9 

Note: These reasons were cited by regulators in at least nine of the banks we reviewed, and mole than 
one reason may have been cited for each bank. 

The overriding management problems cited by regulators involved bank 
management’s capabilities, involvement, and interest in dealing effec- 
tively with bank operations. These problems, along with inadequate 
management control systems, inadequate staffing of key positions (e.g., 
loan officers) and insider abuse and dominant bank officials were among 
the most frequently cited reasons for management problems. 

These results are somewhat alarming considering most involved either 
bank managers’ or directors’ unwillingness or inability to deal with bank 
problems that were within their control. 

Liquidity Not O ften 
Cited as Reason for 
Capital Problems 

Bank liquidity was not often cited by regulators as a major problem 
straining bank capital. In only 9 of our 72 sampled banks had regulators 
attributed the capital problems in January 1988 to serious liquidity 
problems that they had reported to management for at least a year-as 
reflected in a 4 or 5 liquidity component rating and accompanying nar- 
rative explanation in prior examination reports. Liquidity would not 
normally be expected to affect capital. Instead, it represents a bank’s 
ability to accommodate decreases in deposits and other liabilities due to 
unexpected balance sheet fluctuations. In other words, liquidity serves 
to protect a bank against a “run” by its depositors. 
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Capital Is a Valid But The results of our review of the 72 banks confirmed the importance of 

Lagging Indicator of a 
capital as a regulatory safeguard and a measure of a bank’s financial 
health and viability. It is the only measure of a bank’s operations that 

Bank’s Financial regulators assess that has an established industrywide standard that is 

Health and V iability quantifiably measured. Although the capital standards provide quantifi- 
able measures for assessing a bank’s financial condition, similar indus- 
trywide measures are not available in banking laws or regulations to 
assess the quality of a bank’s assets, earnings, or management. Regula- 
tors do use various measures (e.g., the ratio of asset concentrations to 
capital in various types of loans) to assess other components (e.g., 
assets). However, these measures are not accepted industrywide, nor 
are they provided for in banking regulations. Therefore, regulators can 
only use those measures internally as indicators of problems without 
being able to cite them as violations that, by definition, constitute unsafe 
and unsound banking practices or conditions. 

While we found that capital was a valid measure of a bank’s financial 
health, we also found that it was a lagging indicator of the safety and 
soundness of a bank’s operations: waiting until the capital standards 
have been violated may be too late for a bank to be able to address its 
problems regardless of the action taken by the regulator at that time. 
The reason we believe, and regulators agree, that capital is a valid but 
lagging measure is that regulators had invariably identified problems in 
the bank’s asset, earnings, and/or management components before those 
problems actually affected bank capital. 

Conclusions The causes of weakened capital condition in the 72 banks we sampled 
indicate that other symptoms of weakness, such as asset and earnings 
problems resulting from significant management problems, contributed 
to capital deficiencies. Serious problems in assets, earnings, and/or man- 
agement had been identified and reported to bank management by at 
least January 1987 along with the regulators’ concerns about their 
adverse impact on capital. These problems, if left uncorrected, invari- 
ably led to an erosion of capital. In the next chapter, we analyze why 
these problems went uncorrected when the supervisory process had 
identified them and brought them to management’s attention. We also 
discuss ways to remedy this situation. 

Page 28 GAO/GGD-9169 Bank Supervision 



Chapter 3 

The Most Forceful Enforcement Actions Gave 
Better Results 

About half of our sampled banks were successful in restoring their cap- 
ital, but fewer were successful in correcting the underlying asset, earn- 
ings, or management problems that caused the capital depletion. When 
these underlying causes were not addressed, banks continued to be 
exposed to further losses and capital depletion. 

Regulators have considerable discretion in choosing which, if any, 
enforcement action to take for identified unsafe and unsound practices. 
In addition, for a number of years, they have operated under a philos- 
ophy of working with cooperative bank management. We believe the 
combination of this discretion and philosophy has resulted in an 
increasing regulatory reliance on less forceful enforcement actions. This 
reliance, in many instances, was ineffective in resolving supervisory 
concerns and, in some cases, appeared to be an inappropriate response 
to safety and soundness concerns. 

Opportunities exist to improve the effectiveness of the regulatory pro- 
cess by providing better focus through industrywide measures and 
greater certainty regarding regulatory responses to violations of those 
measures. 

Supervisory Process 
Had Better Results 
When Forceful Action l 

Was Taken . 
. 
. 

In reviewing the enforcement histories of the 72 sampled banks, we ana- 
lyzed a variety of attributes. In particular, we collected data on 

the cause of supervisory concerns; 
the type and severity of enforcement actions taken; 
the instances of noncompliance with banking laws, regulations, or prior 
enforcement actions; and 
outcome measures such as whether the bank improved its capital condi- 
tion and corrected the underlying causes of its problems. 

Appendix III gives the case-by-case results for each of these attributes. 

Our case analysis showed that regulators did not always use the most 
forceful actions available to correct unsafe and unsound banking prac- 
tices. But when they did, the enforcement process produced better 
results. This factor was the single case attribute that was associated 
with positive outcomes from the supervisory process. Other case attrib- 
utes did not show a statistically meaningful relationship between 
enforcement actions taken and the positive outcomes for these capital- 
deficient banks. 
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Factors Leading to 
Supervisory Concerns 

As we reported in chapter 2, the underlying problems that caused cap- 
ital depletion had been identified at least by January 1987. We catego- 
rized the banks according to whether their capital condition improved or 
not during the period from January 1988 through September 1990 and 
compared the causes that had led to the capital problems for each 
category. 

Table 3.1 shows factors that reflect asset and earnings problems were 
prevalent both in banks that did and those that did not improve their 
capital position during the period from January 1988 through Sep- 
tember 1990. These assets and earnings problems were frequently cited 
by regulators as, at least, a reflection of management’s willingness or 
ability to handle banking activities effectively. Such factors were 
slightly more prevalent for most banks that did not improve capital. 

Table 3.1: Causes of Capital Problems 
Among Sampled Banks 

Causes of capital problems 
Number of banks with 

Number of banks whose 
capital condition 

Did not 
Improved improve 

(38) (34) 
Total 

(72) 

Loan losses/charge-offs 25 34 59 
Operating losses 21 31 52 
Dividend payments 3 4 7 
Excessive asset growth 11 8 19 
High risk exposure 15 6 21 

As the table shows, capital problems were most frequently caused by 
losses from bad loans or bank operations. However, regulators also cited 
dividend payments made by banks without sufficient earnings or capital 
as causing capital erosion. They also attributed bank capital problems to 
asset growth that was not accompanied by comparable increases in cap- 
ital or high exposures to risk created by heavy concentrations in specific 
types of assets, industries, or local economies. 

Enforcement History While there were no compelling differences in the factors cited as super- 
visory concerns, we noted that banks that improved capital and those 
that did not appeared to have been treated differently by regulators. 
Table 3.2 gives the enforcement summary for the 72 cases. 

Page 30 

* 

GAO/ND-91-69 Bank Supervision 



Chapter 3 
The Most Forceful Enforcement Actions Gave 
Better Results 

Table 3.2: Enforcement History for 
Sampled Banks 

Enforcement history 
Total banks with 

No actions taken 

Number of banks whose 
condition 

Did not 
Improved improve Total 

(38) (34) (72) I 

11 2 13 
Informal action only 5 7 12 
Some formal action 22 2.5 47 

More forceful actions available but not taken 14 24 38 

The table shows that regulators chose to use a less forceful enforcement 
action than was available to them given the circumstances in 38 of our 
72 sampled banks. In these cases, regulators’ description of bank 
problems, as reflected in examination reports, clearly established an 
appropriate basis for taking more forceful enforcement actions. In fact, 
in some cases, the examination reports or related files cited the regu- 
lator’s authority for particular actions that had been considered even 
though they were not actually taken. 

Regulators chose to use less forceful actions both in cases that improved 
and those that did not. But fewer actions were foregone in 14, or 37 
percent, of the banks that improved their capital conditions than in the 
24, or 71 percent, of those that did not improve their capital conditions. 

Underlying Causes of 
Capital Problems Not 
Always Corrected 

We also examined whether the underlying problems that caused capital 
depletion were corrected after the regulator identified them, If the 
problem was corrected, we evaluated whether the regulatory action 
could reasonably be assumed to have contributed to the correction of 
the underlying problem. Table 3.3 shows the numbers of cases in which 
the underlying cause of capital depletion was corrected, partially cor- 
rected, or not corrected. 
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Table 3.3: Results of Enforcement 
Actions 

Enforcement results 
Underlvina causes of caoital oroblems addressed 

Number E;byap whose 
P 

Did not 
Improved improve Total 

(38) (34) (72) 

Yes 22 8 30 
Partially 10 6 ’ 18 
No 6 20 28 

Causes Corrected 
Improved 

9 Capital As table 3.3 indicates, in 22 of 72 cases both the underlying causes of 
capital depletion were corrected and the capital level improved. In eight 
other cases, the underlying cause of capital problems had been corrected 
but capital levels remained low. This result is consistent with the obser- 
vations from chapter 2 that capital is a lagging indicator. While the 
underlying problem may have been remedied, a period of positive earn- 
ings was needed to restore capital to healthy levels. 

Cause Full .y/Partially 
Corrected, Capital 
Improved 

Table 3.3 also shows that there were 32 cases in which banks (1) 
improved their capital and (2) fully or partially corrected the underlying 
cause of capital problems, By comparing the provisions of the enforce- 
ment actions with the steps taken by bank management to address the 
problems identified, we determined that in 22 of the 32 cases the regula- 
tory actions were at least partly responsible for these improvements. In 
the other 10 cases, the improvements resulted from external factors, 
such as an improved local economy or a legal settlement that boosted 
the banks’ capital. Regulators believed that in at least 5 of these cases, 
improvement would only be temporary because the underlying problems 
continued to jeopardize the viability of the banks. 

Cause Partially or Not 
Corrected, Capital 
Improved 

Of the 16 cases that improved capital but did not fully correct the 
underlying problems, there were 5 whose capital improvements resulted 
from external factors. Regulators believed that in at least one of these 
five cases, this improvement would be temporary because the under- 
lying problems continued to jeopardize the viability of the banks. 

We also analyzed the relationship between positive outcomes for the 
bank-both in improving its capital and in correcting the underlying 
cause of capital problems-and regulators taking more forceful actions. 
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Of our 72 cases, 22 improved both their capital and the underlying cause 
of their capital problems. In 15 of these 22 cases, the regulators had 
taken the most forceful action available under the circumstances. At the 
other end of the spectrum, 20 banks improved neither their capital nor 
the underlying causes of capital problems. In 14 of these 20 cases, regu- 
lators had chosen not to use stronger enforcement actions available to 
them. 

The strength of this association led us to perform a statistical test to 
determine whether the relationship could be shown to be statistically 
significant.’ We found that it was. That is, better outcomes-in both 
capital improvement and causes of capital depletion corrected-were 
associated with the most forceful actions taken. Conversely, worse out- 
comes were associated with not taking the most forceful actions 
available.2 

Regulatory Philosophy The philosophy of all three bank regulators is to work cooperatively 

and Discretion 
Promote Use of Less 
Forceful Actions 

with bank managers to resolve safety and soundness concerns. National 
data show a trend toward informal rather than formal actions, con- 
firming that regulatory practice is consistent with the cooperative phi- 
losophy. Our case results also confirmed that regulatory practice is 
consistent with the cooperative philosophy. We noted that bank regula- 
tors relied on capital injections, new bank managers and owners, or their 
own judgment in lieu of taking more forceful actions available to correct 
safety and soundness problems. 

Regulatory Discretion and As described in chapter 1, regulators have various informal and formal 
Philosophy enforcement actions at their disposal to get bank management to 

address unsafe and unsound practices or conditions identified during 
bank examinations. The regulators have broad discretion in deciding 
which, if any, regulatory action to choose. Regulatory guidelines suggest 
that regulators should consider the willingness of bank management to 
address the identified problems along with the likelihood of the bank’s 
failure in choosing the forcefulness of the action undertaken. 

‘For reporting purposes, we define a statistically significant relationship at the 5-percent level. 

‘We also found that there was a statistically significant relationship between capital improvement 
and the most forceful actions taken. We did not, however, find a statistically significant relationship 
at the B-percent level between correcting the underlying causes of capital depletion and taking the 
most forceful actions available. Nevertheless, the direction of the relationship was positive. The 
probability level for the statistical test was 19 percent. 
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Each of the three federal bank regulators described to us essentially the 
same regulatory philosophy guiding the use of their discretion. They 
prefer to work with cooperative bank managers to bring about neces- 
sary corrective action rather than impose formal actions. 

occ officials advised us that occ consciously decided in the mid-1980s to 
change its philosophical approach to try to work more cooperatively 
with bank managers to encourage them to make necessary improve- ’ 
ments rather than to impose formal enforcement actions to compel man- 
agers to act. While FDIC and FRS officials did not suggest such a conscious 
decision to change their philosophy, they too expressed a preference for 
working with cooperative bank management rather than imposing 
formal enforcement actions. Under this shared philosophy, all three reg- 
ulators have tended to use informal rather than more contentious formal 
enforcement actions to encourage cooperative bank managers to deal 
with problems regulators identified in bank operations. 

National Data Show Trend As reflected in table 3.4, regulators’ tendencies toward favoring 

Toward Informal Rather informal over formal actions have become more pronounced in recent 

Than Formal Actions years. 
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Table 3.4: Enforcement Actions Taken by 
Bank Regulators (1986-1989) Enforcement Action Agency 1986 1987 1988 1989 

Informal actions 
Commitment lettera occ 22 109 117 118 

MOU 

Various other actions 
Total informal actions 
Formal actions 

Formal/written 
agreements FRS 42 11 19 11 

FDICC 0 0 0 0 

occ 40 23 IO 22 I 
FDIC 455 413 408 409 
FRSb 65 70 59 65 

582 615 594 614 

occ 233 87 29 87 

C&D occ 94 31 25 45 
FRS 25 7 22 1 
FDIC 123 105 98 97 

Removal, prohibition, occ 38 22 29 14 
and suspension order FRS 5 9 16 s 

FDIC 32 21 33 10 
CMP occ 197 156 121 129 

FRS 11 3 2 3 
FDIC 14 3 10 9 

Total formal actions 814 455 404 411 

aOnly OCC uses commitment letters. 

blnformal actions taken by FRS include MOUs, letter agreements, and board resolutions. A detailed 
breakout was not readily available. 

CFDIC uses C&Ds rather than written agreements. 

All three federal bank regulators used more formal actions in 1986 than 
they did in 1989. While the level of bank failures and problem banks 
remained high between 1986 and 1989, regulators increasingly favored 
informal enforcement actions during that period. In fact, by 1989, the 
number of formal actions had decreased over 40 percent from 1986 
levels; informal actions exceeded formal by about 150 percent. 

Consistent with its conscious philosophical change, the tendency toward 
informal actions was most pronounced at occ with a fivefold increase in 
commitment letters between 1986 and 1989. The combined number of 
C&DS and formal written agreements dropped over 56 percent during the 
period. Its philosophical change was also reflected in a recent occ publi- 
cation that reported that some supervisory concerns that previously 

Page 35 GAO/GGD91-69 Bank Supervision 



Chapter 3 
The Most Forceful Enforcement Actions Gave 
Better Results 

would have been handled through enforcement actions were now being 
handled less formally.3 

The trend away from formal actions in FDIC and FXS was not accompa- 
nied by increased informal actions. Instead, informal actions by FDIC 
slightly decreased during this period, and they stayed about the same 
for FRS banks. 

Case Analysis Shows In most of the 38 cases where more forceful actions could have been 
Regulators Often Chose a taken, the actions not taken were formal. C&DS were, by far, the most 

Less Forceful Action Than frequent of the available actions not taken. 

Those Available 

Table 3.5: Stronger Enforcement Actions 
Available But Not Taken Type of enforcement action Number of banks 

Informal actions 
Board resolution 1 
Commitment letter 1 
MOU 7 

Formal actions 
Formal/written aareement 6 
Capital directive 2 

C;rrtzrnforcement of written agreement or cease and desist 

Removal, prohibition, and suspension order 6 
Termination of insurance 2 
CMP 11 

The available actions reflected on this table exceed 38 because, in sev- 
eral instances, regulators could have taken more than one action on a 
sampled bank. For example, if a bank violated a C&D, regulators are stat- 
utorily authorized to proceed with court enforcement of the C&D, to ini- 
tiate a removal, prohibition, and suspension order, and/or to assess CMPS 
against responsible bank officials, depending on the situation. 

Local regulatory officials, who were responsible for initiating enforce- 
ment actions, generally agreed that technically the grounds existed for 
taking these actions. However, the officials cited what they felt were 

3Quarterly Journal, Office of the Comptroller of the Currency, March 1990, Vol. 9, No. 1. 
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overriding considerations for not taking them. These reasons varied 
widely, but generally reflected regulators’ overall philosophy of working 
with cooperative bank managers to encourage them to take corrective 
action. 

Table 3.6 lists the reasons cited by regulatory officials for choosing less 
forceful enforcement actions in our 38 sampled cases for which the 
grounds for more forceful action were evident from the examination 
files. 

Table 3.6: Reasons Regulators Cited for 
Not Taking More Forceful Actions 

Reasons cited bv cateaorv 

Number of sampled 
banks whose capital 

condition 
Did not 

lmoroved imorove Total 
Considerinq caoital adeauacv 

Recent/anticipated capital infusion 3 11 14 
Avoid adversely affecting possible merger/acquisition 1 3 4 
Capital not below minimum 1 3 4 
Avoid adverselv affectina olanned stock offerina 0 1 1 

Soliciting bankers’ cooperation 

Change in ownership 

Change in management 

Resignation of bank official 

Board promises or appears to 

Exercisina reaulatorv discretion 

be 

Existinq action was enough 

trying 
Chanae in directors 

2 

4 

2 

7 

4 

11 

0 3 3 

3 

1 

8 

5 

11 

6 
2 2 4 

Informal action or moral suasion was enough 3 6 9 
Deferred to state agency 3 5 6 
Insufficient evidence 3 5 6 
Violations or noncompliance with outstanding action not 

severe enough 3 4 7 
Not considered 1 2 3 
Headauarters reiected more forceful action 0 1 1 

Note: For each bank, regulators may have cited more than one reason for actions not being taken. 

The reasons cited for not taking more forceful enforcement actions in 
these 38 cases were consistent with the regulators’ reliance on capital as 
a measure of a bank’s financial health and viability. Regulators clearly 
did not want to take an enforcement action that they believed would 
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potentially damage the bank’s ability to attract capital through injec- 
tions, stock offerings, mergers, or acquirers; nor did they want to take 
action until capital levels fell below minimum standards. 

The reasons cited also reflect the regulatory philosophy of working with g 
cooperative bank management. If additional capital was injected or 
promised or if new managers, owners, or directors entered the picture, 
regulators tended to give bank management the benefit of the doubt in 
being willing and able to deal with the problems identified. Not only 
were changes in managers, directors, or owners cited as reasons not to 
act more forcefully, but so were board promises or appearances of 
trying to deal with problems. 

Regulators also cited the adequacy of existing actions, the belief that 
informal actions or moral suasion would work, the deferral to state 
banking regulators, or the insufficiency of evidence of unsafe and 
unsound conditions as reasons for not taking more forceful actions. W ith 
the discretion that regulators have in the current enforcement process, 
they do not have to justify the actions taken or not taken unless chal- 
lenged by their own management or contested by bank management. 

Excessive Application We endorse the concept of a cooperative philosophy up to a point. Regu- 

of the Cooperative 
Philosophy 

lators and bankers will mutually benefit from a safe and sound banking 
system. This principle provides incentives for both parties to avoid 
unnecessary controversy and legal actions by cooperatively resolving 
safety and soundness concerns. However, if carried too far without 
obtaining positive results, the cooperative approach can prove damaging 
over the longer term because underlying problems can become intrac- 
table. Thus, there is a point in the regulatory process where increasingly 
forceful actions need to be brought into play to better ensure positive 
outcomes. We question whether current regulatory practice extends that 
point too far. 

To illustrate, there were 38 cases in which regulators could have used 
more forceful actions. We believe that in 37 of these cases they should 
have done so because 

. the underlying causes remained uncorrected and/or 
l the bank had a history of noncompliance with existing enforcement 

actions or a history of repeatedly violating banking regulations. 
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In the remaining case in which the regulator could have taken more 
forceful action, we believe it was reasonable that more forceful action 
was not taken since the underlying cause of the capital depletion was 
corrected, the bank was complying with the existing enforcement action, 
and the regulator had not found repeat violations of banking 
regulations. 

Dealing Forcefully When 
Underlying Cause Goes 
Uncorrected 

We identified 26 of 37 cases in which we believe that stronger enforce- 
ment action was available and should have been taken in an effort to get 
banks to correct the underlying causes of their problems. These 26 cases 
include 10 where the underlying cause of capital problems was only par- 
tially corrected, and 16 cases where the underlying cause of the capital 
problem  was not corrected. 

The data in table 3.6 indicate that while the regulators may have relied 
on external events such as outside capital infusions or new, more effec- 
tive managers, these events most often did not result in capital improve- 
ment. In some instances, anticipated capital injections never 
materialized, or capital injections, while increasing a bank’s ability to 
sustain losses, did not effectively deal with the serious asset, earnings, 
and/or management problems that caused the bank’s capital problems. 
P rom ises to take corrective action through management changes were 
also no guarantee that effective corrective action would be taken. Fur- 
ther, in many of these sampled banks, regulators had been trying unsuc- 
cessfully for extended periods of time to get bank managers and 
directors to address both capital problems and the causes of capital 
depletion. Moreover, such a regulatory response to identified bank 
problems did not always provide banks with an incentive to devise solu- 
tions that would effectively deal with both the capital deficiency as well 
as the underlying causes that led to capital depletion. The following 
example illustrates how these practices can lead to future capital 
deficiencies. 

An October 1987 examination reflected severe asset problems in a bank 
stem m ing from  aggressive and liberal lending practices, lending irregu- 
larities, and speculative real estate ventures. Although capital exceeded 
13 percent, the high level of problem  assets coupled with operating 
losses strained capital. While agency guidelines allowed using an MOU in 
this situation, regulators opted for a less forceful action-a board reso- 
lution-because the bank president had been replaced and the board 
had initiated corrective action. 
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The September 1988 examination revealed capital deterioration to a 
5.84-percent level. Moreover, assets had grown excessively from $75 
million to over $115 million. Besides various regulatory violations, the 
bank had not fully complied with the board resolution, and regulators 
found senior management and directors had been ineffective in handling 
the bank’s financial affairs. Regulators initiated a C&D, which included a 
provision requiring a capital level of 7.5 percent. However, the bank 
contested the C&D and, as a compromise, agreed to an MOU, including a 
commitment to raise about $4 million in additional capital by September 
1989. 

A  January 1990 exam found that the bank had not complied with most 
of the provisions of the 1989 MOU, operating problems still existed, and 
bank capital was further depleted to 4.83 percent. Only slightly over $2 
million in capital had been actually raised. Further straining an already 
inadequate capital position was continued asset growth with assets 
nearing $140 million. Although the bank’s financial status would have 
been weaker without the additional capital, the informal actions regula- 
tors used to get the bank to address operating problems clearly had not 
prevented further capital depletion caused by excessive growth and 
continued lending irregularities. 

Dealing Forcefully W ith 
Continued Noncompliance 

Overall, there were 35 cases out of the 37 where we believe that the 
bank regulators were not sufficiently forceful in applying regulatory 
guidelines to banks with a history or pattern of noncompliance. These 
cases include 11 in which the bank had corrected the underlying causes 
of capital depletion. A  more forceful regulatory action was not taken in 
the 35 cases even though the banks had (1) not complied with out- 
standing enforcement actions, (2) repeatedly violated banking regula- 
tions, and/or (3) violated regulations governing insider activity. Not 
taking a more forceful action in such cases appeared to be inconsistent 
with agency guidelines that call for taking forceful enforcement actions 
when bank managers have been ineffective at correcting previously 
identified problems. 

For example, bank regulators did not take a more forceful action avail- 
able in 28 cases where banks had not complied with outstanding 
enforcement actions. Our analysis showed that on average these 28 
banks had been noncompliant with existing enforcement actions for 20 
months. In the worst such case, a bank had been noncompliant with a 
written agreement for 46 months. The regulator, at one point, decided 
not to issue a C&D to compel the bank to address the identified problems 
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because the bank anticipated a capital injection, and the existing action 
was considered sufficient. Over this 46-month period, the capital infu- 
sion did not result in the bank meeting required capital levels, the bank 
had not complied with all provisions of the written agreement, and the 
regulator had identified repeat violations of various banking 
regulations. 

In another seven cases, regulators did not take a more forceful available 
supervisory action although the bank had repeatedly violated banking 
regulations. Such violations standing alone may not have provided a 
basis for initiating a more forceful regulatory action. However, in our 
opinion, the nature and repetitiveness of the violations-in combination 
with other unsafe and unsound practices-provided a basis for more 
forceful action. Instead, regulators treated these as technical violations. 

Regulation 0 
V iolations 

We were particularly concerned in cases where regulators failed to take 
a more forceful action when the bank in question had been found to 
have violated Federal Reserve Regulation 0 or a similar requirement.4 
This regulation essentially places restrictions on extensions of credit by 
Federal Reserve member banks to officers, directors, and principal 
shareholders of the bank and of other related affiliated parties such as 
the bank holding company and its subsidiaries. These restrictions 
include loan limits and preclude loans with terms more favorable than 
those available under market conditions (e.g., interest-free loans). 
Restrictions also provide for additional safeguards by requiring that 
insider loans be approved in advance by a majority of the bank’s entire 
board of directors. Intended to safeguard against insider lending abuses, 
the regulation specifically provides for CMPS against managers or direc- 
tors, if violated. 

We found that regulators had identified Regulation 0 violations in 36 of 
the 72 sampled banks. In 23 of these 36 cases, regulators could have 
taken more forceful action but did not. In each of these 23 cases, other 
problems existed such as noncompliance with existing enforcement 
actions or repeat violations of other banking regulations. Further, 11 of 
the 36 banks had failed to correct the Regulation 0 violations by the 
next examination; and in 9 cases, the violations eventually resulted in 
loans that regulators classified as exhibiting greater than normal risk of 

4Regulation 0 applies to FRS. FDIC- and OCC-supervised banks are subject to the same or similar 
requirements. For example, FDIC-supervised banks are subject to Federal Reserve Act provisions 
authorizing Regulation 0 loan limits by a cross-reference in Section 18 of the Federal Deposit Insur- 
ance Act. 
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nonpayment. While these violations were reflected in the examination 
reports along with discussions of applying more forceful actions, CMPS 
were only assessed in one case solely on the basis of the Regulation 0 
violations. 

The following example illustrates the potential impact of Regulation 0 
violations on a bank’s financial condition and the importance of effec- 
tive enforcement action to protect against such adverse impacts. I 

A  bank had a history of Regulation 0 violations beginning in 1986, with 
continued violations found in three consecutive examinations up to 
1989. The violations consisted of loans to directors, the Chief Executive 
Officer, and other senior bank managers that provided favorable terms, 
exceeded lending limits, or were extended without required board 
approval. Despite the regulator’s repeated warnings, the bank failed to 
correct the violations. Moreover, it continued to violate the regulation 
after informing regulators in 1987 that procedures had been instituted 
to prevent recurrences. Regulators had classified nearly $500,000 of the 
bank’s loans that were in violation of Regulation 0 as exhibiting higher 
than normal risk of nonpayment. 

According to the regulator’s guidelines, CMPS would have been in order, 
particularly in light of the pattern of repeat violations. Officials told us, 
however, that CMPS were not pursued in this case because the violations 
did not appear abusive or represent significant loss to the bank. How- 
ever, regulators subsequently attributed the bank’s failure later in 1989 
to, among other reasons, unsafe lending practices. 

Enforcement Process Given our case results, we believe that there are opportunities to further 

Needs Better Focus 
and More Certainty 

improve the effectiveness of the bank supervisory process. Only 22 of 
72 cases fully improved their capital condition and the underlying 
causes for capital concerns during the multi-year time frame we ana- 
lyzed. When more forceful supervisory actions were taken, the bank was 
more likely to improve its capital condition. Similarly, banks whose cap- 
ital position was unimproved more frequently had not been subject to 
the more forceful enforcement actions that were available. While we 
cannot conclusively show that the regulators would have achieved 
better outcomes in these cases by using more forceful actions, we believe 
that the supervisory process could benefit from a better focus through 
industrywide measures, and greater certainty regarding the regulatory 
responses to violations of those measures. 
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More Clear 
for Unsafe 
Practices 

S-Cut Measures The focus for the current enforcement process, as well as for many 

and Unsound reform proposals, is on capital and a bank’s ability to satisfy minimum 
capital standards. In fact, the only standards or industrywide measures 
contained in banking regulations to guide regulators in making enforce- 
ment distinctions are the capital standards. This places the focus for * 
enforcement on a valid but lagging factor of the safety and soundness of 
a bank’s operations rather than on the factors that lead to capital 
depletion. 

Each bank regulator has internal guidance, including some quantifiable 
measures, for its examiners to identify problems and weaknesses in each 
component of bank operations- assets, earnings, management and 
liquidity. However, these measures are not always identical among regu- 
lators. More importantly, since official industrywide measures have not 
been established, the supervisory process is made more difficult given 
the lack of certainty faced by both the regulators and bankers. 

In addition to capital, we believe that having clear-cut measures avail- 
able for other CAMEL components would help regulators and bankers 
focus on unsafe and unsound banking practices in all bank components, 
including those that indicate problems earlier than capital depletion. 
Such measures could also guide the enforcement process to better assure 
that appropriately forceful actions are taken to remedy problems as 
they become evident. 

Enforcement Actions Not There is little certainty in the current enforcement process as to which, 

Specifically Tied to Unsafe if any, enforcement action should be taken by regulators to get banks to 

and Unsound Practices address specific problems identified in bank operations. Even when cap- 
ital standards are not met by banks in which regulators have previously 
found serious problems in bank operations, regulators are not required 
to choose among formal enforcement actions but have the discretion to 
decide which, if any, available action-informal or formal-they con- 
sider to be most appropriate. 

Our sample cases show that this discretion has not always proven to be 
effective for resolving safety and soundness concerns raised by regula- 
tors. We believe that a better alternative would be to establish a series 
of increasingly stringent enforcement actions corresponding to an 
increasing severity of unsafe and unsound practices or conditions. 
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How More Certainty Could Our proposal for strengthening the bank enforcement process envisions 
Be Introduced Into the a tripwire system of measures and accompanying regulatory responses 

Enforcement Process being categorized into phases of intervention that become increasingly 
more severe as a bank’s condition deteriorates. Such phases might 
include (1) problems involving internal or management controls over 
banking operations which have not yet resulted in high levels of 
nonperforming assets or operating losses; (2) problems in assets, earn- 
ings, management, or liquidity that have not yet impacted bank capital; 
(3) problems in bank operations that have impacted capital and deterio- 
ration has caused the bank to fall below minimum capital standards; and 
(4) problems that have depleted bank capital. The following illustration 
describes how the enforcement process could be altered to (1) develop a 
series of measures to standardize definitions of unsafe and unsound 
practices within a CAMEL component and (2) tie specific enforcement 
actions to such measures. 

Regulators presently gauge asset quality during examinations using 
internal measures, like the ratio of nonperforming assets to capital. A  
series of established measures and regulatory responses might look like 
the following: 

l An industrywide ratio, say 100 percent for discussion purposes, could 
be established through regulation as a threshold for poor asset quality. 
A  banker would know that exceeding 100 percent would violate that 
measure and could plan a strategy to either sell or call problem assets to 
ensure that this asset quality measure is met. 

. If the measure was not met, the regulator would require the bank to 
make necessary improvements to its lending and underwriting practices 
and better manage its loan collection activities within a specified period 
of time. These requirements would also be accompanied by limits on 
asset growth and interest rates offered to attract deposits, as well as a 
requirement for higher than minimum capital levels. 

l Should the bank be unable to take the required corrective actions within 
the specified time, such as raising its capital to specified levels within 6 
months, the regulator would be required to recommend that FDIC, as the 
bank insurer, raise the bank’s insurance premiums to reflect the addi- 
tional risk reflected in its operations. 

. Should the nonperforming asset ratio further deteriorate to 150 percent, 
the regulator would then be expected to further restrict the bank’s limits 
on funding through brokered deposits, as well as limit the flow of funds 
out of the bank through dividends or payments to affiliates. 
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. Should the asset deterioration cause the bank’s capital to be depleted to 
or below required levels, the regulator would be required to place fur- 
ther growth and cash flow restrictions on bank management, possibly 
including requiring changes in managers or directors. The regulator 
would also be required to proceed with a break-up analysis of the bank 
if capital levels cannot be restored within specific time frames, and 
determine whether to place the bank in conservatorship. 

. Regulators would be permitted to deviate from the specific actions but I 
would be required to document such deviations. In cases of national and 
Federal Reserve member banks, the regulator would be required to 
report those deviations to FDIC so that, from an insurer’s perspective, an 
adjustment to the insurance premium may be considered based on the 
additional risk the bank condition poses to the insurance fund. 

This enhanced enforcement process would reduce-but not remove- 
regulators’ discretion so that regulatory choices for responding to 
problems identified during examination would be understood 
throughout the industry. Under such an enhanced enforcement process, 
bank managers, directors, and owners would be better able to anticipate 
the supervisory consequences of engaging in activities that jeopardize 
their ability to meet established measures. This would also enhance their 
ability to voluntarily take preventive action to avoid being compelled by 
the regulator or insurer to take corrective action. 

Conclusions We believe that the considerable discretion in the use of enforcement 
actions and the extensive use of the cooperative approach we observed 
in our sampled cases has been detrimental to the enforcement process. 
We also believe that to further reduce the exposure of the industry and 
insurance fund to losses from bank failures, regulators need to better 
focus their attention on problems that lead to capital depletion. 

In our opinion, Congress should require bank regulators to establish by 
regulation a tripwire system including (1) industrywide measures of 
assets, earnings, and management to signal problems that, if not cor- 
rected, will lead to capital depletion, and (2) the appropriate regulatory 
enforcement actions to be taken when a bank is unable or unwilling to 
satisfy these industrywide measures. Through this system, the mandate 
for more forceful regulatory action will be clear. 
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Recommendations The specifics of the enhanced enforcement process we envision are con- 
tained in our recently issued report, Deposit Insurance: A  Strategy For 
Reform CGAOKGD-91-26, Mar. 4, 1991). 

Comments From  the FDIC generally agreed with our conclusions, particularly about the need 

Federal Deposit 
for regulators to intervene earlier and more vigorously when bank 
problems are identified and to focus to a much greater extent than they 

Insurance Corporation now do on the underlying causes of capital depletion. FDIC also agreed 
that there is a need for more definitive standards for unsafe or unsound 
practices that apply to measures other than capital. However, FDIC 
expressed the concern that our tripwire approach to enforcement would 
unnecessarily reduce the amount of flexibility regulators have in 
designing enforcement strategies to get improvement. FDIC believed that 
better results could be achieved through enhanced enforcement guide- 
lines and through fostering a climate that is more vigilant. 

GAO’s Response We believe our tripwire approach to the enforcement process would be 
effective precisely because it would reduce-but not remove-the dis- 
cretion present in the current system. Our work clearly demonstrates 
the need for a reduction of this discretion. Currently, there is consider- 
able uncertainty in the industry about which specific practices 
regarding assets, earnings, or management may be regarded by regula- 
tors as unsafe or unsound. The enforcement process can only be helped 
by introducing more definitive measures regarding unsafe and unsound 
practices and linking regulatory responses to those measures so that 
bankers, regulators, and others know much more precisely what to 
expect from the enforcement process. We believe that these changes can 
best be achieved in the framework of our tripwire approach. 

Comments From  the 
Federal Reserve 
System  

FRS basically agreed with our conclusions about the need for regulators 
to take earlier prompt corrective actions when bank problems are identi- 
fied. FRS agreed to consider whether measures of asset quality and earn- 
ings could be incorporated into a framework of more prompt corrective 
actions. However, FRS questioned the appropriateness of increasing the 
use of formal actions as opposed to informal actions. FXS believed that 
increased use of formal actions could lead to an increase in the adver- 
sarial nature of the banker/regulator relationship. 
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GAO’s Response Our results show that both bankers and regulators would benefit from 
the use of more forceful actions more quickly. In some cases, the 
stronger actions could be informal. For example, we had instances in our 
sample of banks where regulators identified problems but took no 
action. In some of these cases, we believe the regulators should have s 
taken an informal action, such as an MOU, to get bank management to 
better focus on the problems identified. In the long run, it may be that 
our tripwire approach results in regulators taking more formal actions, 
than under the current enforcement process. However, we do not believe 
this would necessarily result in a more adversarial relationship between 
bankers and regulators. Since regulatory responses would be specifically 
tied to measures of assets, earnings, management, or capital, all parties 
would benefit from having the same expectations about performance on 
these bank components. Thus, bank managers would know specifically 
when their actions will trigger a regulatory response. Under these cir- 
cumstances, we believe the adversarial nature of the banker/regulator 
relationship may actually be mitigated. 

Comments From  the 
Office of the 
Comptroller of the 
Currency 

occ said they shared our interest in ensuring the bank regulatory agen- 
ties’ enforcement responses are as effective and efficient as possible. 
occ remained open to discussions of enhancements to the enforcement 
process. occ specifically agreed with our point about the importance of 
capital as well as those practices and conditions that deplete capital. occ 
also agreed with the need for action like that described in our fourth 
tripwire requiring conservatorship, merger, acquisition, or liquidation 
when a bank’s equity capital is exhausted. 

occ, however, had concerns about three aspects of the report: (1) the 
feasibility or practicality of developing quantitative measures for CAMEL 
components beyond capital, (2) whether our methodology provided an 
adequate basis for drawing conclusions about the enforcement process, 
and (3) the discussion and characterization of OCC’S enforcement policy 
as being relaxed during the 1980s. 

GAO’s Response occ’s study on failed banks also showed that bank management was a 
key factor in determining whether a problem bank recovers or ulti- 
mately becomes insolvent. Consequently, occ recognized the importance 
of addressing factors other than capital in bank supervision and 
enforcement. occ has also published a rule which changed its policy to 
require a bank to be declared insolvent when equity capital is extin- 
guished. occ said they were familiar with our proposed tripwire 
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approach and was willing to explore alternative approaches to bank 
enforcement. 

OCC’S concerns about our tripwire approach to the enforcement process 
involved the feasibility or practicality of establishing quantitative mea- 
sures for all CAMEL components and the need for maintaining flexibility 
and discretion in the process. As occ pointed out in its March 18, 1991, 
letter, bank regulators already have general guidance for qualitative , 
assessments for use in assigning the CAMEL component ratings, occ also 
cited the existence of well-recognized industry measures of performance 
that provide guidance to both bankers and regulators. Nevertheless, cxx 
suggested that developing industrywide measures for components, such 
as management quality, would be a very difficult task. 

We do not suggest that developing industrywide measures for all bank 
components accompanied by prescribed enforcement actions that can be 
agreed upon by all three bank regulators and the banking industry 
would be an easy task. However, as occ pointed out, bank regulators 
already have internal measures that are used for assigning CAMEL rat- 
ings. We are not suggesting that all measures must be quantitative. 
Indeed, deficiencies involving poor management or internal controls, for 
example, cannot always be quantified, but in our view qualitative mea- 
sures can certainly still be developed. 

We are willing to work with Congress and the regulators as they estab- 
lish a framework for a tripwire approach to bank enforcement so that 
regulations can be established to advise all affected parties-bankers, 
regulators, and others- as to the regulatory response that can be 
expected when the industrywide measures are not met. The regulatory 
measures and responses would not eliminate regulators’ discretion in 
deciding what, if any, action to take in specific circumstances. They 
would, however, considerably reduce the discretion and require regula- 
tors to justify and document any deviations from the prescribed regula- 
tory responses. 

W ith regard to CXC’S concerns that our methodology did not provide an 
adequate or valid basis for drawing conclusions about the enforcement 
process, we believe our methodology provided a valid basis for assessing 
the enforcement process as it applies to banks that regulators have iden- 
tified as having capital problems. Our study was designed to randomly 
sample banks with identified capital problems from all three federal 
bank regulators in three geographic locations. While our sample size was 
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initially not thought to be large enough to allow us to statistically pro- 
ject or generalize our results, officials from all three banking regulators 
advised us that our randomly selected cases would be indicative of what 
we would be likely to find in any location with regard to the use of 
enforcement actions on banks with capital problems. 

In assessing our results from the sampled cases, we were struck by the 
difference in outcomes-capital improvements and underlying causes 

’ corrected-when the most forceful available actions were taken as 
opposed to when they were not. We tested the associations between the 
outcomes and the actions taken and found them to be statistically signif- 
icant. The statistical associations between better outcomes and forceful 
actions taken and worse outcomes and forceful actions not taken show a 
high likelihood that, if we were to take and analyze other random sam- 
ples from the same universe of capital-deficient banks, we would get 
essentially the same results. Although other factors may be relevant, the 
focus of our statistical analysis was on how the use of enforcement 
actions affected bank improvements. W ith the statistical significance, 
we believe our results are not only indicative of what we would find in 
other capital-deficient banks, but could be generalized to the effective- 
ness of the enforcement process in dealing with the universe of banks 
with capital problems from which we sampled our 72 cases. 

occ pointed out that our statistical methodology did not provide a basis 
for direct inferences about the effectiveness of the supervisory process 
in correcting problems that arise in banks that have adequate capital. 
Since we sampled only banks with capital problems, this observation is 
technically correct. It is possible that some adequately capitalized banks 
overcame management problems as a result of informal supervisory 
actions, just as it is likely that some banks corrected such problems 
without any external intervention at all. Our statistical study focused on 
banks that had fallen into more serious difficulty. 

Our results showed no significant differences among the regulators in 
how they used available enforcement actions to get banks to address 
identified capital problems or the underlying causes of capital depletion. 
We concluded that the comparability of our results among the regulators 
was due, for the most part, to the considerable discretion available to 
them combined with a shared philosophy of working with cooperative 
bank management. The only significant differences found among the 
regulators was in the use of enforcement actions over the last several 
years-the national statistics showed a decline in the use of formal 
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enforcement actions by occ. While occ did not agree with our characteri- 
zation of its enforcement policy, the national statistics, occ officials’ 
description of a conscious change in philosophy, and our review of ran- 
domly selected occ examination histories were consistent with each 
other and with our characterization of o&s enforcement practices. occ ’ 
described its policy as requiring enforcement action to be taken when 
serious violations exist involving insider abuse, failure to cooperate with 
regulators, or failure of previous actions to address identified problems. 
We found occ’s practices, however, to be inconsistent with this policy. 
We found these types of serious violations in 11 of the 24 sampled cases 
that occ regulated, yet more forceful available actions were not taken. 
More specific guidance is apparently needed for occ regulators-guid- 
ance which we believe could best be provided through our tripwire 
approach to the bank enforcement process. 
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See comment 1 

FDK 
Fedcml Deposit Insurance Corporation 
Washinmm. DC 20429 Division of Supervision 

March 11, 1991 

Mr.RiML. Fcgel 
Ass-CcnptrollerGeneral 
uni~statesGeneral ArxxxnrtirrJOffice 
Washbqbn, D.C. 20548 

Dear Mr. Foqel: 

Thankycufortheoppmtmitytoreviewarm3 c2almEntcnycurdraftreport,~ 
Smervision: EWterFoa~~arrdGreaterc!.ertaintvwould-mom 
Effectiveness. 

FDIC staffhasreviewedthereportanda~generallywithmostofthe 
comlueims. Weals0 agreewiththebaeic findirqoftherqort, namely, that 
hmksupervisicncana.rdshauldbe iqroved. Webelieve, nev~U~le.se, that 
saneobservationsarepertinentwithrespecttocertainkeyelementsofthe 
report. 

-report assertsthatcapitalisa "lagging indicator'* of eoudmss and that 
moreattenti~rmStbepaidtothe~lying~bl~leadingtOcapital 
depletion. In our view, unscmdpracticeeandcapitaldiesipatimterdtorun 
hand-in-haxxleothattheapparent*~lag~l infx3pitala.s an irk3icator is only 
because capitalmasures aretakmleesfrquentlyandatdiecretetimes, 
particularlyafterlumpsumchaqesaremadetocapital. Qmequently, we 
wouldcautim againstrtqar&q capitalasaWlaggingirx3icator~whichcculd 
l&toimppmpriatejMgnmtsor umarrantedcomlusione. 

WeNlyagree,h~~,thatsupervision~focustoamuchgreaterextent 
cnreeolvirqurderlyingproblent3withoutregard necesarily to the current 
level of capitalinan institution. we-whatmaybeanunfortunate 
tendencyin supemisiontodelayforceful actiontocurtail or eliminate 
unsaund~~icessol~asaninstituti~isamplyor,evMin~cases, 
merely adequately capitalized. Inscmesense,utismaybeprdsedonthe 
desire tc acmrd ~,considerablediecretionin~ginganinstitiion 
wad-~mtnrucol,partiollarlywhenriskirg~oldersl fur&.. 

demonstrated, however, that all toooften available capAalcan 
bedissipatedveryrapidly, exposingdepc6itors (amlhencetheFDICand 
taxp3yere)toconeiderableriskardloee. cxm3qmtly, we agreethatthere 
mstkammkl ~isplacedonstapping~lyunsafepracticesperse 
beforetheymterially impactcapitalandwithcutregardtowhatmaybethe 
level of capital in an institution atthetime. 
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See comment 2. 

See comment 3. 

See comment 4. 

WeagreeaswellcntheneedfcrmoredefinitivestamMAsregardircJunsafeor 
omamedimensions. 

iizEzoam-llparf 
such-WaiLd 

agreaterdegreeofconsistercyinsqemisionam3protect 
theillsmmm~asbanks-awareof~- andatteqtto 
confo.nntheir- aamdingly. Hcwever,establishingstamkdsismta 
=cmeept. 'IheregUlatorshavebeenestablishiIlgsafety-aSail 
~~-~~years- l iowewr,abettermed,xmre 
uxpzhewive, consistent and concerted effti isneeded, partiaikrlywith 
respectto1endi.ng- whic2l,duringnuchoflAepestdec!ade, 
deterioratedandgaverisetoconsiderableexmses. Whileadvocatiqmre 
definitive shMards,however,thereisaneedaswelltoavoidoverly 
comtm~institutionsina mammWatwuuld~thenfmnperiarming 
theirproperfmcticnincureconmyardearnbq a fairreturnfortheirumers 
inthe~.RLetri~istofindthepraperbalanceanda~plythe 
stanlards cansisterrtly and yet with encu#~ flexibility to allow for l@.ha~ 
differemesinc~ . 

mepointandmfZansofagencyi&emntionare-tothe~~ 
-- ~t~dbe~andwfienisalwaysajudgmentcallanlseldan 
clear or sinple. SuchjMgmntscanwtbefairlyassess4bysxhque& 
resultsalone. NemrW2less,weagreegermxllythattheagenciesne&tc 
intemmeearlierandrorevi~ly inmost situationsandnotpermit 
Bdelaysin addressirqsignificantsafetyandsoumbssconcemscr 
violations. Wedonotbelieve,hu4e~~, thatthissuperv~process readily 
admitstoa %ripwimY~&. Typically, institutionsexperienciq 
finamialandmnagerialdifficultiespresent a amplex set of variables in a 
fluid and conslmtlye.volv~setofc-. meregulatorsmustassess 
thesesituations,selectanmgthe&orument cptionsavailableam3decide 
whatisreasomblyachievableandatwhatcc6t. Momover, nocourseof action, 
whethera cmoperativeapproachorthenrostfarceful formalactionpossiblein 
#ec~,neoessarilyguaranteessuccess. lhemstdifficultpartof 
wleprooessisnotmaki.rgrequestsor issuingfonnal-butobtaw 
am&ancewiththosereque&sororderssincec4aqliancemstbeaccmplished 
bytheowner&ipatxlmanagmentofaninstitutioninanyemmt. Fcrrexanple, 
itisonethingtorquire additionalcapitalkut it isquiteanctherfm 
~~foraiseorothenuise restore capitalwithin smereasonabletima 

. Smlarly, it isonethingto cmnstminorseekthe-lofa 
marginalar hcmpehk officier, bywhatemmeans, b.xt it isquiteanotherto 
fimiamresuitablereplacemnt. 

Wecmtimetobelievethatthedegreeof ccoperationeviMbymanagM 
aM its willirqness toeffect -changes~~- consideration 
inchoosingthemost ~iateenforcementqtion. Morefonnalized 
~~actionsalwaysinvolveadditicnalcosts,bathintennsofrexxace 
allocati~anddelays,particularly~instiMions~ather~ 
dmc6etoavailthemselvesoftheirdue process rimts tc a notice of charges, 
a baring, etc. Allsuchfactorsnustbeconsideredinfashi~the~ 
aFww~*wmrespcnse inagivensetofcm. Thisprocess 
ofchoosiqthesupervisoryresponse toeffectnecessarychangesinan 
insti.tution~scoMitionandoperations isanongoingoneaMmcessarily 
involves cxmsiderablejvand flexibility. Itdoesnotadmittoan 
autmatic orme&anical~chthatrray oftenproduceunanticipated, 
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See comment 5. 

-= unwanbdresultsandat considexableacMitionalc5st. 

Whilewedonothlievethata %5pwiren Fch isworbble in supervision, 
wefullyagreethattherqulatorsnustbemoreforcefUinacWress~unsafe 
alM3unsound~~andvi0lati~0flaw. misisbestaam@lishEd,hour 
view, by -M-F3 appmpriateenforcmentguidelinesardfc6ter~ a 
qx+.scqailtureardpracti~thatis~vigilant, lesstolerantofany 
ccmtmuationofunsafeor~ practicesarviolationsandmore inclinedto 
resortearliertomrefommlizedenf~means. 

~lewe~supportthe~tripwire~~chinthe~~process,we 
believethm2isrccmforsu&anagprcachintheregulatoryarea.For 
exa@e,weaxldsqportsu&masures asd!slyinginstitutionsthe~ty 
togrcw,ortopaydividstldsorextra~- 'veampensationassoonas 
theyl2e~~umkmapitalized. Suchmmsurescculdproveveryusefultokuth 
theregulatorsardtheregulatedjnstituti~byestablishingsaneadditional 
ewiz cgk=l f-o,- safety d -and~theinsurance 

contentlon,cx3standdelaythatoftenresultsfm-ing 
such-onanadhoooase-by-cassbasis. 

iateDixector 
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The following are GAO'S comments on the Federal Deposit Insurance Cor- 
poration’s (FDIC) March 11, 1991, letter. 

GAO Comments 1. We agree with FDIC that unsound practices and capital dissipation are 
directly related. While the apparent lag in capital may in part be due to 
the timing of the measurement of capital, we believe it is primarily due 
to the fact that other underlying problems usually precede and are at ’ 
the root of capital problems. In our sampled banks, problems in assets, 
earnings, and bank management were clearly evident for at least a year 
prior to the time regulators identified capital problems. Logically, ero- 
sion of bank capital generally occurs after decreases in bank earnings, 
which occur after losses from problem or nonperforming assets. Fur- 
ther, problems in assets and earnings often arise as a reflection of man- 
agement problems or deficiencies. 

2. We recognize that the bank regulatory agencies have established, over 
the years, internal measures of bank performance, particularly in the 
areas of assets and earnings. However, these measures are not recog- 
nized industrywide, nor are poor performances of these measures 
defined in regulation as “unsafe practices.” Thus, there is considerable 
uncertainty in the industry about which specific practices regarding 
assets, earnings, or management, for example, may be regarded by regu- 
lators as unsafe or unsound. We believe that more definitive measures 
regarding unsafe and unsound practices, which FDIC acknowledges are 
needed, can best be achieved in the framework of our tripwire approach 
to enforcement; that is, the use of specific industrywide measures tied to 
specific regulatory responses. 

3. One of the major points in our report is that the considerable discre- 
tion available to bank regulators coupled with their tendency to work 
with cooperative bank management are the major reasons the regulators 
do not intervene sooner and more forcefully than they should. While we 
are not advocating removal of the regulator’s discretion from the bank 
enforcement process, we remain convinced that our work demonstrates 
the need to reduce that discretion. This reduced discretion also gives 
notice to regulators, bankers, and others affected by the enforcement 
process as to what enforcement response to expect if industrywide mea- 
sures are not met. If bank management is unwilling or unable to address 
the bank’s problems and conditions further deteriorate, regulators 
would be compelled to take increasingly more stringent enforcement 
actions. After all, the regulators have responsibilities to ensure the sta- 
bility of the banking industry and the bank insurance fund, along with 
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the safe and sound operations of banks they examine. Under our 
tripwire approach, regulators would be required to take one of several 
possible actions should a tripwire be activated. Where regulators 
declined to take enforcement actions linked to one of the tripwires, they 
would be required to document the reasons for their decision. 

4. We believe that it is appropriate to consider the cooperativeness of 
bank management-up to a point-when considering implementing ’ 
enforcement actions. However, in our 72 sampled banks, we identified 
35 cases where bank regulators opted to use an informal approach 
working with “cooperative” bank management to try to resolve bank 
problems even where management had failed to comply with existing 
enforcement actions, where regulators had identified repeated violations 
of banking laws and regulations, or where regulators had identified the 
involvement of bankers in insider activity violations. We agree that no 
specific course of action necessarily guarantees success. However, the 
seriousness of these failures of bank management to correct problems 
should have clearly signaled to the regulators that their informal 
approach to working with “cooperative managers” was not effective 
and that more forceful actions were in order. 

We believe that implementing our tripwire approach, which will require 
earlier and more forceful intervention, will not impose significant addi- 
tional cost or resource burdens on the bank regulators. Because, in the 
long run, this approach will likely result in more prompt correction of 
bank problems, and hence, perhaps a reduction of the number of 
enforcement actions that need to be taken, we believe costs may actually 
be less than under the current system. However, if additional costs or 
delays are encountered, we believe there are remedies for reducing 
them. For example, since our tripwire approach would reduce enforce- 
ment discretion, it may be feasible for the bank regulators to devolve 
approval from their headquarters to field offices for all but the most 
severe formal enforcement actions. 

5. FDIC supports the concept of imposing additional measures, such as 
restrictions on growth, as soon as banks become undercapitalized. As 
our report clearly shows, waiting until banks become undercapitalized 
to impose more forceful actions is not an effective enforcement strategy. 
By taking earlier forceful action to correct asset, earnings, or manage- 
ment problems before they begin to affect capital levels, the regulators 
will in many cases be able to avoid the more severe actions that become 
necessary when bank capital deteriorates below required levels or is 
depleted. 
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BOAR0 OF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 
WASHINGTON. 0. C. 10551 

Note: GAO comments 
supplementing those in the 
report text appear at the 
end of this appendix. 

March 11, 1991 

Mr. Richard L. Fogel 
Assistant Comptroller General 
United states General Accounting Office 
Washington, D. C. 20548 

Dear Mr. Fogel: 

I am responding to your letter of March 1, 1991 to 

Chairman Greenspan requesting comment on the General Accounting 

Office's draft report on the effectiveness of federal bank 

regulators enforcement activities. The comments of the Board 

staff are enclosed. 

Sincerely, 

Associate Director 

Enc. 
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Comments of the Staff of the Federal Reserve Board 
on the 

General Accounting Office's Report to the Congress 
on the 

Effectiveness of Federal Bank Regulators 
Enforcement Actions 

A basic conclusion reached by the GAO in this study is 

that the bank supervisory process can be greatly improved. That 

improvement can be achieved, GAO recommends, by the Congress 

mandating the establishment of a regulatory system of 

"tripwires" that would specify regulatory actions to be taken by 

depository supervisors, in a prompt and forceful way, in 

response to unsafe and unsound banking practices and conditions 

-- the actions to become more stringent as problems become more 

serious. This "tripwire" system is recommended for two major 

reasons: it would provide assurance that regulators will take 

appropriate and effective supervisory actions in a timely way; 

and, it would put bank managers and boards of directors on 

notice, with greater certainty than at present, that supervisors 

will take decisive, known actions when unsafe and unsound 

conditions are identified, thereby giving greater incentives to 

operate institutions in a prudent manner. 

The "tripwire" system is essentially similar in basic 

concept to the "prompt corrective actionsl' framework recommended 

by the U.S. Treasury in its recent report to the Congress 

concerned with the financial deposit insurance system and 

related matters. Moreover, the reasons offered by the Treasury 

to support its recommendation are basically the same as those 

set down by the GAO for its "tripwire" system. 

Page 68 GAO/GGD-91-69 Bank Supervision 



Appendix II 
Comments From the Board of Governors of 
the Federal Reserve System 

The Federal Reserve is already on record as bei 

generally supportive of the "prompt corrective actions" 

framework proposed by the Treasury. In short then, the 

Reserve is in agreement with the GAO on the "basicsU* of 

w 

Federal 

what 

should be done to improve the supervisory process. While a 

consensus on "basics" appears to exist, however, there are 

differences in certain of the details of the "tripwire" and 

"prompt corrective actions" proposals. These differences 

require elaboration. 

Presentations of the "prompt corrective actions" 

framework have, to date, focused exclusively on the capital 

positions of institutions in specifying conditions that are to 

trigger one of a range of regulatory actions. The GAO believes 

this exclusive focus is an important deficiency, because it 

found in its study that a change in capital position is a 

lagging indicator of an institution's problems. Capital 

declines, the GAO concluded, because of prior shortcomings of 

management and deterioration of asset quality that cause 

earnings to turn negative. Accordingly, the GAG incorporated 

into its "tripwire" proposal the requirement that regulators 

should develop industry-wide standards for these "leadingU' 

variables and focus on them as well as on capital measures to 

trigger supervisory actions. 

The difference in variables specified to trigger 

supervisory action is, in the Federal Reserve's view, to a 

considerable degree the result of emphasis in presentation of 

the proposals rather than in the substance of their expected 
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execution. Prompt corrective action is perhaps best understood 

as an important complement to, rather than a substitute for, 

traditional supervisory policies and procedures. If the 

framework is adopted, the Federal Reserve would still intend to 

continue, in both its off-site surveillance and on-site 

examinations, to review all key aspects of an organization's 

condition and practices that are summarized by the acronym, 

CAMEL -- i.e., capital, asset quality, management, earnings, and 

liquidity. Deficiencies and shortcomings in any of these areas 

would be addressed promptly and as effectively as possible. 

If that is the case, however, the question remains: 

why not develop industry-wide standards for components of CAMEL 

in addition to capital and focus pre-specified corrective 

actions on them as well? No generally accepted quantitative 

measure for management is readily available to serve as the 

basis for a standard and, given the subjective nature of 

judgments that must be made in assessing management, there is an 

obvious reason to question whether such a measure can be 

developed. That is not the case with regard to asset quality 

and earnings, however. Regulators have long classified assets 

and referred to measures of total and weighted classified assets 

in gaging the overall quality of an organization's assets. And 

earnings or income, of course, are traditional quantitative 

measures of the performance of an institution. 

In considering the advisability of incorporating 

quantitative measures for these variables, however, it is well 

to keep in mind that accounting methodology now requires that 
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changes in either, if severe enough, will be reflected in 

capital positions in the same accounting period. Specifically, 

a deterioration in asset quality is supposed to result in an 

immediate provisioning for potential losses resulting therefrom 

and thus impact earnings and, if sufficiently great to cause 

negative earnings, capital too. The provisioning, moreover, if 

accurately performed, is supposed to be sufficient to account 

for the full potential impact of the asset quality problems on 

earnings and capital. 

How then to account for the GAO's finding that capital 

is a lagging indicator? The answer is that there is 

considerable uncertainty surrounding the provisioning process, 

uncertainty as to how individual borrowers will perform on their 

loans and, more importantly, uncertainty as to how underlying 

economic conditions will change and affect the ability of 

borrowers to perform. In Texas and New England, for example, 

conditions in the economies of these regions and most 

particularly in their commercial real estate markets 

deteriorated well beyond early expectations so that heavy 

provisioning for loan losses was required in accounting periods 

subsequent to the onset of problems with consequent impacts on 

earnings and capital. 

Adoption of annual examinations with full scope asset 

review and more frequent examinations of troubled institutions 

by all supervisors are important elements embodied in both the 

"tripwire" and "prompt corrective actions" proposals. These 

supervisory activities should help promote provisioning for 
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potential loan losses by organizations that is as accurate as 

possible to achieve under conditions of uncertainty. Moreover, 

the agencies have in process, through the auspices of the 

Federal Financial Institutions Examination Council, a review of 

methodology for assessing loan loss reserves. These measures 

together with the aforementioned intention of the agencies to 

continue to assess all aspects of an institution's practices and 

conditions should serve to assure that corrective actions will 

be taken to address promptly all identified deficiencies within 

a framework focused on capital. However, it is our intention to 

also consider whether measures of asset quality and earnings 

might be incorporated more explicitly into the prompt corrective 

actions framework, as the GAO has recommended. 

The prompt corrective action proposal, as it has been 

presented to date, has focused on prescribing actions and 

measures that supervisors should require institutions to take 

(or be constrained from taking) and has been silent on the means 

to be used by supervisors to see that these orders are complied 

with. GAO has concluded from its study that in the past 

supervisors have not been as effective as they might have been 

in getting institutions to take appropriate corrective measures, 

because they relied too greatly on informal rather than formal 

enforcement actions. GAO thus recommends that, going forward, 

much greater use should be made of formal actions. 

Formal enforcement actions have an important advantage 

over informal actions in that banks realize that failure to 

comply with them can result in civil money penalties and other 
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See comment 5. 

regulatory penalties. At the same time, formal actions have 

important disadvantages. They generally involve more work and 

thus greater costs for both the supervisors and subject 

organizations, are more likely to be challenged by subject 

organizations because of the potentially more serious 

consequences of noncompliance, and, for the same reason, are 

more likely to create an adversarial relationship that can 

impair the ability of supervisors to carry out their 

fact-finding duties. Taking those points into account, there is 

good basis for using informal actions when an institution's 

problems are not too severe and management appears inclined to 

be cooperative. Cooperation, moreover, can be expected in 

situations in which the actions and measures prescribed by the 

supervisor are in the best interests of an organization's 

management, board of directors and stockholders. When such 

situations are not present, however, and/or management does not 

appear inclined to be cooperative -- a judgment perhaps based on 

past experience -- then, formal actions would appear to be the 

better approach. 

Situations vary along a continuum between the two types 

just described, and there is, then, a question as to where to 

draw the line between formal and informal actions. The finding 

of the GAO that in its sample of problem banks formal actions 

proved more effective indicates the advisability of carefully 

reviewing existing policies and practices to see whether a shift 

toward greater use of formal actions should be instituted. We 

intend to carry out such a review. 
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The following are GAO'S comments on the Board of Governors of the Fed- 
eral Reserve System’s (FRS) March 11, 1991, letter. 

GAO Comments 1. Our tripwire approach is fundamentally different from the Treasury 
proposal in that we suggest four tripwires that could be activated based 
on increasingly severe problems in management, assets, earnings, as 
well as capital. The Treasury proposal focuses only on capital as the 
trigger for prompt enforcement action. 

2. We are convinced that the three bank regulators-Fas, Office of the 
Comptroller of the Currency (occ), and Fmc-working together can 
develop a set of measures for assets, earnings, and management that are 
tied to specific regulatory responses. As the FRS response indicates, the 
bank regulatory agencies have established, over the years, some mea- 
sures of bank performance, particularly in the areas of assets and earn- 
ings. Further, we are not suggesting that all measures of bank 
performance, such as management deficiencies, need to be quantitative. 
Indeed, findings involving poor internal controls, for example, cannot 
always be quantified, but in our view standards or other qualitative 
measures can still be developed. The important point is that current 
measures are not recognized industrywide, nor are poor performances 
on these measures defined in regulation as “unsafe practices.” Thus, 
there is considerable uncertainty in the industry about which specific 
practices regarding assets, earnings, or management, for example, may 
be regarded by regulators as unsafe or unsound. We believe that our 
tripwire approach to enforcement-the use of specific industrywide 
measures tied to specific regulatory responses-will clarify expecta- 
tions about performance on these key indicators for bank management, 
the regulators, Congress, and the public. 

3. Our position is that both bankers and regulators would benefit from 
the use of more forceful actions more quickly. In some cases, the more 
forceful actions we envision would be informal. For example, there were 
instances in our sample of banks where regulators identified problems 
but took no action. In some of these cases, we believe the regulators 
should have taken an informal action, such as a memorandum of under- 
standing (MOU), to get bank management to better focus on the problems 
identified. 

4. In the long run, it may be that our tripwire approach results in regula- 
tors taking more formal actions than under the current approach to 
enforcement. However, we do not believe this will necessarily result in a 
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more adversarial relationship between bankers and regulators or be 
more costly or time-consuming. Since regulatory responses would be spe- 
cifically tied to measures of assets, earnings, or management, all parties 
would benefit from having the same expectations about the perform- 
ance on these dimensions. Thus, bank managers would know specifically ’ 
when their actions would trigger a regulatory response. Under these cir- 
cumstances, we believe the adversarial nature of the banker/regulator 
relationship may actually be mitigated. Also, because our approach ’ 
would likely result in more prompt correction of bank problems and, 
hence, perhaps a reduction of the number of enforcement actions that 
need to be taken, we believe costs may actually be less than under the 
current system. However, if additional costs or delays are encountered, 
we believe there are remedies for reducing them. For example, since our 
tripwire approach would reduce regulatory discretion, it may be feasible 
for the bank regulators to devolve approval from their headquarters to 
field offices for all but the most severe enforcement actions. 

5. As we stated in our response to FDIC’S comments, we believe that it is 
appropriate to consider the cooperativeness of bank management-up 
to a point-when considering implementing enforcement actions. How- 
ever, in our 72 sampled banks, we identified 35 cases where bank regu- 
lators opted to use an informal approach working with “cooperative” 
bank management to try to resolve bank problems even where manage- 
ment had failed to comply with already existing enforcement actions, 
where regulators had identified repeated violations of banking laws and 
regulations, or where regulators had identified the involvement of 
bankers in insider activity violations, We agree that no specific course of 
action necessarily guarantees success. However, we believe the serious- 
ness of these failures of bank management to correct problems should 
have clearly signaled to the regulators that their informal approach to 
working with “cooperative managers” was not working and that more 
forceful actions were in order. 
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Note: GAO comments 
supplementing those in the 
report text appear at the 
end of this appendix. 0 

Comptroller of the Currency 
Admlnletrator of Natlonal Banks 

Washington, D.C. 20219 

March 18, 1991 

Mr. Richard L. Fogel 
Assistant Comptroller General 
United States General Accounting Office 
Washington, D.C. 20548 

Re: Draft Report on Bank Supervision 

Dear Mr. Fogel: 

Thank you for the opportunity to review the above-referenced 
report. We share the GAO's interest in ensuring that the bank 
regulatory agencies enforcement responses are as effective and 
efficient as possible, and as always, we remain open to 
discussion of enhancements to that process. 

The GAO report makes a number of important points with which the 
OCC agrees. Two deserve special mention. First, as the GAO 
points out, while capital is an important factor in assessing a 
bank's condition, other factors also play a significant role in 
maintaining a bank's financial health. 

For example, the OCC's study of failed basks found that bank 
management is often the key factor in determining whether a 
problem bank recovers or ultimately becomes insolvent. The OCC's 
supervision policy requires that these other factors be 
specifically addressed in bank supervision and examinations, 
including enforcement actions when necessary. 

Second, the OCC strongly agrees with the criterion set forth in 
the GAO's fourth VripwireO* requiring either conservatorship or a 
declaration of insolvency when a bank's equity capital is 
exhausted. In fact, the OCC formally adopted this criterion in 
December I989 when it published a rule under which the OCC 
declares banks insolvent when their equity capital is 
extinguished. 

In addition to these general comments, however, the OCC has a 
number of concerns about three aspects of the report. First, we 
are concerned about the overall methodology used in reaching the 
conclusions found in the report. Most of the conclusions drawn 
in the report concerning the effectiveness of enforcement 
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See comment 1. 

See comment 2 

processes of the federal bank regulatory agencies were apparently 
based on limited, and in some respects, flawed statistical 
analysis. 

Second, we are concerned about the discussion and 
characterization of OCC's enforcement policy. The report 
erroneously concludes that OCC enforcement policy was relaxed 
during the 1980s. While the policy was modified to permit a more 
efficient and flexible enforcement response that included 
consideration of the degree of cooperation evidenced in a given 
situation, cooperation was only one of a number of factors to be 
considered. In fact, the policy retained its basic thrust and 
direction of requiring an effective, efficient and vigorous 
enforcement response. 

Finally, we are very concerned about the feasibility or 
practicality of attempting to develop quantitative standards for 
the measurement of components of the CAMEL ratings other than 
capital, i.e., management, assets, earnings or liquidity. Set 
out below is a more detailed discussion of these issues. 

I. Report Yethodology & conclusions' 

A. Methodology 

Most of the conclusions drawn in the report concerning the 
effectiveness of agency enforcement actions are drawn on the 
basis of the statistical analysis performed on the 72 selected 
banks reviewed for the report. The report bases its analysis on 
a sample of undercapitalized institutions -- not on a sample of 
institutions that received formal or informal supervisory 
actions. These are often two distinct universes of institutions. 
By reviewing only undercapitalized banks, the study automatically 
excludes institutions that responded positively to informal 
supervisory action and quickly corrected management problems. By 
so doing, these institutions avoided a serious depletion in 
capital and remained above required capital minimums. The sample 
selection process therefore prohibits the report from reaching 
reliable conclusions on the general effectiveness of informal 
supervisory actions. 

Moreover, the limited number of institutions included in the 
report raises questions concerning the significance of many of 
the conclusions drawn in the report. The report itself (Chapter 
1 - page 12) acknowledges that "we did not review a sufficient 
number of banks to allow us to generalize our observations across 
the nation, each location or each agency..." This 

1 Also attached to this letter is a brief listing of some 
technical changes which are intended to enhance the accuracy and 
completeness of the report. 
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acknowledgement suggests that some caution should be used when 
considering or adopting certain of the findings or 
recommendations which are based in substantial part on statistics 
drawn from this limited sample. We do not believe the 
conclusions reflect the necessary degree of caution. 

8. Conclusions 

1. Poroeful Actions & Results 

The report draws the conclusion that "better outcomes were 
associated with the most forceful actions taken.n Given the 
limited statistical sample presented in the study, we question 
whether it is possible to conclusively find a cause and effect 
relationship on the basis of this single factor in the context of 
this highly complex environment. Any number of factors (both 
internal and external) can and do have an effect on whether or 
when a bank recovers from its problems. Access to capital 
markets, degree of cooperation and commitment on the part of bank 
management and the directorate, the level of capital at the time 
examined, and the condition of the economy in which the bank 
operates are all factors that can have an impact on whether a 
bank recovers from its problems. 

GAO correctly notes, and OCC's experience has been that timing of 
a supervisory response is very important. However, we have also 
found that an early supervisory response using less formal 
supervisory tools can be and often has been more effective than a 
severe response taken late in the process. 

The report's conclusion that more forceful or severe enforcement 
actions should always be favored is flawed. This conclusion 
presupposes (1) that more formal action would always be legally 
permissible, and/or (2) that a less severe form of action will 
always be less effective. The table on Page 15 of Chapter 1 of 
the report demonstrates the diversity and complexity presented by 
this selection of enforcement cases. The reasons given in this 
table for not taking more forceful action in these cases range 
from concerns about legal sufficiency to a belief that the level 
of action chosen would be the most effective under the 
circumstances. The validity of the reason cited in each one of 
these cases can only be assessed in the context of the individual 
case. 

For example, it does not necessarily follow in every case that 
non-compliance with an outstanding action should conclusively 
lead to a more severe action. The reasons for non-compliance 
need to be considered, as well as the ability of the bank to 
achieve compliance under any form of document. If a bank that is 
under a commitment letter is doing everything possible to achieve 
and maintain a specified capital level, but is simply unable to 
do so, placing the bank under a more severe document will not 
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alter that reality. If, on the other hand, cooperation is 
lacking or the bank has failed to do those things that can and 
reasonably should be done, 
entirely appropriate. 

a more severe response would be 
In fact, this latter situation is one of 

the circumstances addressed in OCC's enforcement policy which 
specifically calls for more severe action. 

Any supervisory enforcement scheme will no doubt  contain isolated 
instances where the process ultimately proved inadequate under 
the circumstances, or where established agency policies were not 
closely followed. The fact that such instances occasionally 
occur, however, should not automatically lead to a conclusion 
that the process or policy is inherently flawed. 

2. eUReluctanoe'~ to Take Action 

At a number of points in the report, the conclusion is offered 
that @ 'Regulators clearly did not want to take enforcement action 
that they believed ;rould potentially damage the bank's ability to 
attract capital through injections, stock offerings, mergers, or 
acguirors; nor did they want to take action until capital levels 
fell below minimum standards.@@ 

This is simply untrue with respect to OCC enforcement practice. 
It has been consistent OCC policy to take enforcement actions 
whenever justified and needed. It is certainly possible that OCC 
might decide not to take enforcement action in a given case if it 
felt that the bank's problems would be better addressed through 
injections of capital or changes in ownership or management.  
However, OCC would not permit the potential "chilling@* effect of 
an enforcement action to prevent the agency from taking that 
action if it were in fact needed. 

3. Pocus on Capital only 

The report states that agency enforcement actions "focused 
primarily on correcting capital problems rather than the 
underlying causes of capital depletion." At the OCC, enforcement 
actions are very comprehensive in their scope. OCC enforcement 
documents routinely address any and all areas of a bank's 
operations criticized in the examination process. While capital 
is frequently of direct concern, enforcement actions often 
address management,  loan policies, liquidity and violations of 
law as well. In fact, a  common "complaint*@ received regarding 
OCC's enforcement actions is that they are &QQ comprehensive in 
their scope and breadth. 

II. oCC@s Pnforcemmt Poliay 

The report refers to OCC's change in its enforcement philosophy 
in the mid 1980s and characterizes that change as one focusing on 
working more cooperatively with bankers. This is certainly true 
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as far as it goes, but it is important to note that consideration 
of the degree of cooperation was only one of a number of 
revisions in OCC's enforcement policy. 

OCC's policy is intended to allow some flexibility, so that 
enforcement decisions can take into account the individual 
circumstances of each bank. Instead of relying entirely on 
numerical indicators, the policy relies on a variety of 
considerations in deciding whether to take enforcement action. 
It is important to note that the policy also specifically 
identifies three areas in which the OCC presumes that enforcement 
action is appropriate. These involve the presence of serious 
violations, instances of insider abuse, and instances where 
previous actions have not been effective or the OCC is not 
receiving the cooperation of the institution. 

OCC's enforcement policy has been vigorously applied throughout 
the 1980s. OCC's 1990 report of enforcement actions filed with 
Congress earlier this year, showed a total of 842 formal and 
informal enforcement actions initiated in a single year. This 
number included 163 civil money penalties. The GAO's report 
reflects that the OCC takes many more formal actions per 
regulated bank than either the FDIC or the Federal Reserve Board. 

Having said this, it is important to recognize that in the final 
analysis it is not the number of actions taken or even the type 
of actions taken that should be the measure of success in 
assessing the effectiveness of an agency's enforcement process. 
Rather, it is the accomplishment of the supervisory goals in 
light of the facts and circumstances in each case. 

III. Yeasures of safety and loundness 

The report recommends adoption of a series of quantitative 
measures of safety and soundness for management quality, asset 
quality, liquidity and earnings -- similar to those now used in 
the capital adequacy area. 

The current industry-wide accounting standards that have led to 
uniform methods for measuring capital have evolved over the last 
sixty years. The development of industry-wide standards to 
measure other areas of concern such as management quality would 
likely be a very difficult task. There is already much general 
guidance in these areas to help examiners make the qualitative 
assessments that go into a CAMEL rating. Comprehensive 
regulations, interpretative rulings, written policies, 
advisories, and well-recognized industry measures of performance 
are available to provide guidance to both bankers and regulators. 
However, none of these have proven amenable to being reduced to 
purely quantitative measures. That is why the agencies have 
relied on the qualitative assessments by the examiners. 
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See comment 11. While OCC is willing to explore alternative approaches to making 
our enforcement decisions, we should move cautiously before 
replacing our current case by case approach. Whatever system is 
used must retain sufficient flexibility and discretion to address 
changing circumstances. The flexibility and discretion provided 
by the current enforcement process, initiated on a case by case 
basis within the guidelines of a well-crafted enforcement policy 
should not be completely lost in the process of correcting 
existing deficiencies. 

We appreciate the opportunity to provide our perspective in 
responding to you on issues of mutual concern. The GAO has made 
some excellent points about the need for bank supervision, 
including enforcement actions, to focus on a wide range of 
factors that affect a bank's financial health. 

Sincerely, 

Robert L. Clarke 
Comptroller of the Currency 
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Change made - see p. 2 

Added - see p. 3. 

Change made - see pp. 18- 
19. 

See comment 12. 

Change made -see p. 20 

Attachment 
Additional Technical Comments: 

A. Exeoutire eummary 

Page 2 (1st Paragraph): It is not the enforcement process that 
identifies unsafe and unsound banking practices: it is the 
process of bank supervision and examination. Enforcement is one 
of many responses available when problems are identified in the 
course of bank supervision. 

Page 4: The listing of formal actions at the top of this page 
should include Formal Agreements. 

8. Report - Chapter 1 

Page 6: The report indicates that "regulatory concerns are 
brought to a bank's attention through meetings with bank 
management upon completion of the examination.n At the OCC, 
regulatory concerns are identified and discussed with bank 
management throughout the course of the examination. Examiners 
conduct an exit meeting, followed by a Board of Directors 
meeting, to formally communicate examination results. 

Page 8: The discussion near the end of this page, in order to be 
more complete, should also note that substantial civil money 
penalties may be sought for violations of formal enforcement 
documents. With respect to actions taken in the district courts, 
it should also be noted that once an action is filed in district 
court, non-compliance with court-ordered enforcement could lead 
to contempt citations and judicially-levied fines as well. 

Page 9: The report states that "Written Agreements--which, while 
formal, are not made public like ChDs." Up until the passage of 
the Crime Control Act of 1990 on November 29, 1990, this was a 
true statement. However, that Act now mandates that formal 
written agreements be made public in the same manner as ChiDs. 
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The following are GAO’S comments on the Office of the Comptroller of 
the Currency’s March 18, 1991, letter. 

GAO Comments 1. Our methodology for this study was specifically designed to deter- 
mine how effectively federal bank regulators use available enforcement 
actions to get bank management to address identified capital problems 
and the underlying causes of capital depletion. We therefore randomly ’ 
selected a sample of banks that regulators identified as having capital 
problems as of January 1, 1988. This random selection of 72 banks with 
capital problems was evenly divided among the three regulators and 
three geographic locations. We discussed our methodology with the 
three regulators, including occ officials, who agreed that whatever we 
found in the randomly selected cases would be indicative of what we 
would find in other banks with capital problems. In fact, our results 
showed little difference among regulators or locations in how enforce- 
ment actions are used in addressing capital problems or their underlying 
causes. 

Our approach was not designed specifically to assess the effectiveness 
of informal or formal enforcement actions. However, we did trace the 
examination histories of the randomly selected cases to determine when 
capital became a regulatory concern, what caused the capital problem, 
and what actions were taken to address the problems identified. Since 
we found that capital was a lagging indicator of other unsafe or unsound 
practices or conditions in bank operations, we frequently reviewed sev- 
eral years of examination reports prior to January 1, 1988. We also 
traced these examination histories through September 30, 1990, to 
determine what enforcement actions were available, those taken, and 
the effectiveness of actions taken. We believe this extensive review of 
72 randomly selected cases gives us a valid basis on which to draw con- 
clusions about the effectiveness of the regulatory enforcement process 
as it is applied to banks with capital problems. 

2. Our sample size, 72 randomly selected banks out of a universe of 
1,494 capital-deficient banks in three geographic locations, was not ini- 
tially believed to be large enough to allow us to statistically project or 
generalize our results over the universe of capital-deficient banks, each 
regulatory agency, or each location. However, in analyzing the results of 
these sampled cases, we were struck with the difference in the outcomes 
of cases in which the strongest available actions were taken and those 
where such actions were available but were not taken. In 15 of the 22 
banks where the most forceful available actions were taken, the banks 
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were able to improve their capital condition and correct the causes of 
their capital depletion. Conversely, in 14 of the 20 banks where the most 
forceful available actions were not taken, the banks did not improve 
their capital condition, nor did they correct the causes of capital 
depletion. 

W ith the difference in the results of our 72 sampled cases, we used sta- 
tistical tests and found a statistically significant association between the 
outcomes of those cases where the most forceful available action was 
taken and improvement in capital condition. We have amended the dis- 
cussion in our report to reflect the fact that the sample results did 
permit us to generalize to the locations from which we sampled. The 
statistical tests that we performed do not demonstrate a cause and 
effect relationship between outcomes and actions; instead, they show 
that there is an association between the outcomes and the actions that 
would be highly likely to be replicated if other random samples were 
taken and analyzed. Although other factors may be relevant, the focus 
of our analysis was on how the use of enforcement actions affected bank 
improvements. From our analysis, we believe the better outcomes 
occurred most frequently when the most forceful available actions were 
taken, and worse outcomes occurred most often when available enforce- 
ment actions were not taken. 

We agree that bank regulators operate in a highly complex environment 
in which any number of factors have an effect on a bank’s ability to 
address its problems. In fact, in our sampled cases, regulators identified 
numerous factors to which they attributed a bank’s problems. In our 
tripwire approach to the bank regulatory process, regulators would con- 
sider all relevant factors in determining the bank’s condition and could 
deviate from the prescribed enforcement actions but would have to jus- 
tify, document, and approve any deviations. 

3. We share occ’s view about the importance of regulators taking early 
enforcement action to get banks to address problems before they 
adversely affect bank capital, earnings, or assets. We also agree that the 
prescribed enforcement actions when problems are initially identified- 
our tripwire l--need not be severe if the bank shows a willingness and 
ability to address the identified problems. We believe, however, that as 
bank problems become more severe, so should the forcefulness of the 
enforcement actions. Therefore, the enforcement actions prescribed in 
our tripwires 2,3, and 4 would become increasingly more forceful. 
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4. We concluded that the regulatory enforcement process needs to be 
improved to achieve better results, that regulatory discretion and phi- 
losophy have resulted in available enforcement actions not being taken, 
and that better outcomes have been achieved when the most forceful 
available actions were taken. We are not suggesting that regulators must 
take forceful actions when problems in banking operations are first 
identified, nor are we suggesting that only the strongest actions will get 
bank management to address identified problems. Instead, our proposed’ 
tripwire system calls for regulatory responses commensurate with the 
severity of bank problems identified. As we describe in the report, the 
reasons regulators gave us for not taking an available action appear to 
have some validity when viewed in isolation. However, when these rea- 
sons are considered in the context of a bank whose conditions are not 
improving, and whose officials are not complying with existing enforce- 
ment actions or who are repeatedly violating banking regulations, they 
do not appear to provide a valid basis for deferring more severe enforce- 
ment actions. While we agree that each case must be assessed on its own 
merits, we strongly disagree that valid conclusions cannot be reached 
through the consolidation of analyses of randomly selected cases. 

6. In the occ example, we agree that a more severe action may not be 
appropriate. Under our tripwire approach, the regulator would only 
need to justify and document any deviation from prescribed enforce- 
ment actions. However, this example is not typical of what we found in 
the sampled cases. Bank management usually agreed with the regula- 
tory actions taken, but upon further analysis we found that bank condi- 
tions further deteriorated, and/or there was noncompliance with the 
enforcement actions or banking regulations. Consequently, we believe 
bank management’s professed cooperation was not reflected in its 
responsiveness to the problems regulators identified. While regulators’ 
policies do provide for taking more severe enforcement actions when a 
bank is not adhering to the existing actions, we found that these policies 
were generally not being followed. These instances were neither occa- 
sional nor isolated in our sampled cases but instead were evident in 
many of the 37 cases in which we concluded that more forceful actions 
should have been taken. 

6. We found that all three federal bank regulators favored working with 
cooperative bank management and relying on capital injections rather 
than taking more forceful enforcement actions. While occ policy may be 
to take enforcement action whenever justified and needed, we found 
that, in practice, cxx frequently did not take forceful actions when the 
grounds for such actions were evident. In fact, 11 of the 37 cases in 
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which we believe more forceful actions should have been taken involved 
banks regulated by OCC. Our concern is that enforcement actions being 
taken by regulators are not commensurate with the severity of the bank 
conditions identified during examinations. Our proposed tripwire 

~ approach would link increasingly more stringent enforcement actions 
with deteriorating bank conditions. 

7. We agree that enforcement actions taken by regulators include provi- 
sions that are intended to address all the problems identified with bank 
practices or conditions. The actions taken by the regulators that we 
reviewed tended to be extensive lists of provisions to address problems 
in assets, earnings, management, and capital without necessarily estab- 
lishing priorities for these provisions. While these actions were usually 
quite comprehensive, we found they were frequently not taken until 
capital was adversely affected. Regulators typically reported problems 
in assets, earnings, or management along with the potential adverse 
affects on capital in examination reports at least a year before enforce- 
ment actions were taken. Until capital was adversely affected, regula- 
tors were all too often reluctant to take forceful enforcement actions to 
get banks to address the underlying causes of capital depletion. Our 
tripwire approach would compel regulators to take prescribed actions 
when the problems in bank practices or conditions are identified rather 
than waiting until capital is affected. 

8. Our review of occ cases, discussions with occ officials, and our anal- 
ysis of national statistics on enforcement actions all support our conclu- 
sion that occ, along with the other bank regulators, has considerable 
discretion in deciding what, if any, action to take. CCC said that its policy 
requires appropriate enforcement actions to be taken in instances of 
serious violations involving insider abuse, failure to cooperate with reg- 
ulators, or failure of previous actions to address identified problems. We 
found, however, that occ practice was not consistent with this policy. In 
fact, occ did not take available enforcement actions in 11 of the 24 cases 
in our sample for which it was responsible. We based our conclusions 
about the need for enforcement actions in these cases on precisely the 
same types of violations that occ cited in its policy. 

9. Our review of national enforcement data showed that the occ enforce- 
ment practices resulted in a decline in the use of formal enforcement 
actions during the 1980s. We did not compare the proportion of actions 
taken relative to the number of banks supervised by regulator. We 
believe that our analysis of enforcement data along with case reviews 
shows that all three regulators, however many actions they took, were 
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not taking the early and forceful actions we believe necessary to correct 
bank problems before they affected capital. Only 22 of the 72 sampled 
banks both improved their capital levels and addressed the underlying 
causes of capital problems. In 15 of these cases regulators had taken the 
strongest actions available to them. These results indicate that the 
enforcement process needs to be more effective to protect the stability 
of the banking industry and the Bank Insurance Fund. 

10. From our review, we are aware of various qualitative and quantita- 
tive measures of bank practices and conditions that are available to 
bank regulators through internal agency guidance. These measures are 
currently used by regulators in assessing each component of bank opera- 
tions and assigning CAMEL ratings at the conclusion of bank examina- 
tions. We believe the federal bank regulators, along with the banking 
industry, need to agree on precise measures for each component to be 
established in banking regulations. The regulations also need to include 
corresponding enforcement actions that would be activated when the 
measures indicate safety and soundness problems. We agree that estab- 
lishing quantitative measures and corresponding actions for the man- 
agement component may be the most difficult; however, we believe 
industry standards and other qualitative measures can be developed for 
assessing the quality of such factors as management and internal con- 
trols. Industrywide measures for the management component are, in our 
view, critical if unsafe or unsound banking practices are to be corrected 
before they affect assets, earnings, or capital. 

11. We are willing to work with Congress and the regulatory agencies as 
they establish the framework for our proposed tripwire approach. We 
do not believe our proposed tripwire approach would eliminate regula- 
tors’ discretion; it would only reduce it. Regulators could deviate from 
the prescribed actions as long as they justify and document the reasons 
for such deviations. This reduction in discretion would be accompanied 
by an increase in the predictability of regulatory response so that 
bankers, regulators, and others would know with much greater cer- 
tainty what to expect from the regulatory process. 

12. We agree that noncompliance with court-ordered enforcement 
actions can result in contempt citations or fines. However, in order for 
these penalties to be asserted, the regulator would have to advise the 
court of the noncompliance. These penalties are an extension of court- 
ordered enforcement of regulators’ enforcement actions and cannot be 
asserted by the regulators. 
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Midwest banks accounted for 14 of the 23 banks with agricultural- 
related asset problems. Southwest and western banks were more 
affected by real-estate-related asset problems. Of the 33 banks with real 
estate asset problems, 16 were Southwest banks, and 13 were western 
banks. 

Table IV.1: Types of Problem Assets by 
Region Banks with problem assets 

Type of problem asset Chicago Dallas San Francisco Total 
Real-estate-related loans 4 16 13 33 
Other real estate owned 9 9 8 26 
Aaricultural loans 14 5 4 23 
Commercial and industrial loans 8 7 7 22 
Participation loans 0 6 1 7 

Southwest banks made up 20 of the 43 banks with lax or liberal lending 
practices. Southwest banks also accounted for most (17) of the 40 banks 
affected by a depressed economy. Of the 21 banks that had not adhered 
to established policies and procedures, 10 were in the Midwest. Western 
banks accounted for most (14) of the 20 banks with asset problems due 
to lending violations. 

Table IV.2: Major Reasons for Asset 
Problems by Region Banks with problem assets 

Reason cited by regulators Chicago Dallas San Francisco Total 
Inadequate bank underwriting 

policies and procedures 15 19 23 57 
Liberal/lax lending practices 13 20 IO 43 
Depressed local economy 12 17 11 40 
Nonadherence to established bank 

policies and procedures 10 4 7 21 
Violations of lending laws/ 

regulations 4 2 14 20 
Lack of diversification 2 3 8 13 

Insider abuse or fraucI 1 3 4 8 
Overreliance on out-of-territory 

lending 1 2 3 6 

Page 78 GAO/GGD-9149 J3ank Supervision 



Appendix V 

Analysis of Sampled Banks With 
Capital Problems 

We did not identify significant differences among the bank regulators or 
the 3 locations for the 38 cases in which banks were able to improve 
their capital condition. We also did not identify significant differences 
among the 3 regulators for the 34 cases in which banks did not improve 
their capital condition. However, the Southwest banks accounted for 13 
of the banks that did not improve their capital condition. 

, 

- 
Table V.l: Attributes of SaftIDled Banks That ImDroved Their CaDital Position 

Did not 
Formal Informal Available comply with 
action Formal action Informal enforcement Underlying prior Repeat 
before action before action actions not problems enforcement violations Violated 

Bank number l/88 after 1188 1188 after 1188 taken corrected action found Reg. 0 
1 X Y Y X X 

2 X Y Y X X 

3 X Y Y X 

4 X Y Y X X 

5 Y Y X 

6 X N Y X X X 

7 N Y X X 

8 X X Y Y X X 

9 Y Y 

10 X N Y X X X 

11 X Y Y X 

12 X N Y X X 

13 X N Y X X 

14 X Y Y X 

15 X X N Y X X 

16 X X Y Y X 

17 X Y Y X X 

18 X X Y Y X 

19 X N Y X X 

20 X Y Y 

21 Y Y X 

22 Y Y X X 

23 Y P X 

24 X Y P X 

25 X Y P X 

26 N P X 

27 X Y P X 

28 Y P X X 

29 X N P X X X 

(continued) 
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Appendix V 
Analysi!3 of Sampled Banks with 
Capital Problems 

Bank number 
30 

Did not 
Formal Informal Available comply with 
action Formal action Informal enforcement prior 
before action 

Underlying 
before action actions not vio%t:i Violated 

l/88 after l/88 l/88 after l/88 
problems enforcement 

taken corrected action found Reg. 0 
X X N P X 

31 N P X X X 
32 X Y P X 
33 Y N X X 
34 X Y N X X X 
35 N N 
36 X X Y N X X X 
37 X Y N X X X 
38 X N N X X 

LEGEND: 

Y=Yes 

N=No 

P=Partial 
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Appendix V 
Analysis of Sampled Banks With 
Capital Problems 

Table V.2: Attributes of the SafTIDled Banks That Did Not lmorove Their Caoital Position 
Did not 

Formal Informal Available 
action 

comply with 
Formal action Informal enforcement Underlying prior 

before 
Repeat 

action before action actions not problems enforcement violations Violated 
Bank number l/88 after l/88 l/l30 after l/88 taken corrected action found Reg. 0 
1 X N Y X X X 
2 X Y Y 

4 X X N Y X X X 
5 X N Y X X X 
6 X X Y Y X X 
7 X X Y Y X X 
8 X N Y 
9 X N P X X X 
10 X N P X X 
11 X N P X X X 
12 X 
13 X N P 
14 X X Y P X X 
15 X N N X X X 
16 N N X X 
17 X N N X 
18 X X N N X X 
19 X X N N X X X 
20 X X N N X X X 
21 X N N X X X 
22 X X Y N X 
23 X Y N X 
24 X Y N X X X 
25 X Y N X X 
26 X X N N X X X 
27 N N X 
28 X X N N X X X 
29 X N N X 
30 X N N X 
31 X Y N X X X 

(continued) 
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Appendix V 
Analysis of Sampled Banks With 
Capital Problems 

Bank number 
32 
33 
34 

Did not 
Formal Informal Available comply with 
action Formal action Informal enforcement Underlying prior Repeat 
before action before action actions not problems enforcement violations Violated 

l/88 after l/88 1188 after l/88 taken corrected action found Reg. 0 
X N N X X X 

X N N X X X 
X X Y N X X X 

LEGEND: 

Y=Corrected 
N=Not corrected 
P=Partly corrected 
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Major Contributors to This Report 

General Government Craig A. Simmons, Director, Financial Institutions and Markets Issues, 

Division, Washington, 
(202) 275-8678 
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San Francisco 
Regional Office 

Benny W. Lee, Evaluator-in-Charge 
Bruce K. Engle, Evaluator 
Dexter Porter, Evaluator 

Chicago Regional 
Office 

Daniel S. Meyer, Site Senior 
Susan B. Cuesta, Evaluator 
Melvin Thomas, Evaluator 

Dallas Regional Office E:z ~*~~~~;,“i~v~$~r 
Roy G. Buchanan, Evaluator 

Office of the General Maureen Murphy, Attorney 

Counsel, Washington, 
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